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Accounting News And Trends 


The Disclaimer and Reporting 
Standards—National Recognition of 
Our Society’s Communication 





Pursuant to the recommendation of 
our Society’s Board of Directors, a for- 
mal communication was sent on April 
28. 1958 to the members of the Society, 
on the subject of the disclaimer and 
applicable reporting standards. This 
communication, which consists of a let- 
ter from President Leonard Price, to- 
gether with an accompanying excerpt 
from the Codification of Statements on 
Auditing Procedure and seven illustra- 
tive disclaimers, was reprinted in THE 
New York CErtTIFIED PuBLIc ACCOUNT- 
ANT, June 1958 issue. 

Indicative of the national publicity 
received upon the publication of this 
Society communication is the leading 
article in the Bulletin Georgia Society 
of Certified Public Accountants (July, 
1958). The President of that Society 
was so impressed by the timeliness of 
the topic and the clarity of our Society’s 
communication that the entire item was 
quoted as a inessage to the Georgia prac- 
titioners. 


Change of Auditor and Professional 
Ethics 
Some thoughts of interest to many 
accountants are contained in a_ brief 
article “On Changing The Auditor” in 
the July 1958 issue of The Accountants’ 





AccouNnTING NEWS AND TRENDS is con- 
ducted by CHaRLes L. Savace, CPA 
and member of the New York Bar. He 
is presently serving as a member of our 
Society's Committee on Legislation. 


Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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Journal (New Zealand). The Code of 
Ethics for the New Zealand Society sets 
forth certain duties imposed upon the 


new accountant, but the main require. | 


ment is the “duty to communicate.” 
This means that the proposed appointee 
must make contact with the person 
doing the audit and inquire whether 
there is any professional reason against 
the change. 

However, just as there is an obliga. 
tion on the proposed new accountant, so 
there is a parallel requirement, no less 
important, on the outgoing one. Usu- 
ally he will not welcome the change 
and, in some cases, may consider that 
he has been treated unfairly. In every 
case, however, he is under a real obli- 
gation to consider the proposal courte- 
ously and to keep the negotiations on a 
high professional plane. To lose an ap: 
pointment is not pleasant; to accept an 
appointment where there is obvious op- 
position to the change is decidedly un- 
pleasant. 

The article points out that all ae. 
countants have the experience ‘of losing 
to a fellow practitioner an engagement 
of value. The essential point to watch is 
that any proposed change must be in 
order professionally. If it is not, then 
the new accountant should not consider 
accepting it. If it is in order, then all 
parties must accept the client’s decision 
with good grace and in the best tradi- 
tions of professional courtesy. 


Misleading Reports 


A report of the Committee on Audit 
ing Procedures analyzing four account- 
ants’ reports submitted to the Texas Se 
curities Commission and referred to it 
by the Ethics Committee is presented in 
The Texas Certified Public Accountan! 
(July-August, 1958). 
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THIS NATIONAL ACCOUNTING MACHINE has greatly 
simplified the record-keeping set-up of The Bianchi Co, 





BIANCHI IS THE ONLY COMPANY to manufacture 100 % 
liquid center cherries and chocolate covered cherries. 


“Our @alional System 


THIS MACHINE —the only one of its 
kind in the world—was designed to mass 
produce chocolate covered cherries. 


A. 5. BIANCHI, whose 
company was in business 
during the Civil War. 








saves us ‘2,400 a year... 


returns 68% annually on our investment.” 
—The Bianchi Company, New York City, N.Y. 


“The ease with which we are able to operate our new National 
Accounting Machine has speeded up our posting work consider- 
ably, making more time available for credit follow-up and 
other important office activities,” writes A. J. Bianchi, of The 
Bianchi Company. “In fact, we estimate that our National has 
cut posting time by 75%. 

“All totals are accumulated automatically by our National 
System, eliminating the daily re-adding of columns. And with 
the information our National supplies, we are able to complete 
tax reports in a fraction of the time it previously took by hand. 
Our National System is easy to operate, too, making it easier 
for us to train new employees. 

“By increasing the efficiency and 
economy of our operation, our Na- 
tional System saves us at least $2,400 
a year, returns 68% annually on our 
investment.” 


THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 


1039 OFFICES IN 121 COUNTRIES ® HELPING BUSINESS SAVE MONEY 


GTR 


of The Bianchi Company 
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Your business, too, can benefit from 
the time- and money-saving features 
of a National System. Nationals pay 
for themselves quickly through savings, 
then continue to return a regular year- 
ly profit. National's world-wide serv- 
ice organization will protect this profit. 
Ask us about the National Mainte- 
nance Plan. (See the yellow 

pages of your phone book.) 2s 

*YRADE MARK REG. U. 5. PAT. OFF. 


Oalional 
ACCOUNTING MACHINES 


ADDING MACHINES + CASH REGISTERS 
wee parte (No Cagson ReavineD) 
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Our 19th Year 


Serving all industries 


William 
. Schnuer, 


' BBA-MBA 





“I can help you secure 
Dependable 
hard-to-get male and 
female personnel” 





Our highly skilled staff 
of personnel special- 
ists can solve your 
clients’ every need 


from 
CONTROLLER 
to Office Boy 


from 
Sales Manager 
to Sales Trainee 
Q 


For prompt, efficient 
service, call 


BRyant 9-7664 


Shirley Schnuer 
Licensee 


Wm. Schnuer 
Licensee 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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None of the four cases studied mad 
| any reference to “generally accepted a 
counting principles” and a stucly of th 
| financial statements suggested that such 
| pelncinles may not have been followed 
vin every instance. Reserve for capital 
| stock subscriptions, for example, in one 
report was carried in the liability section 
rather than the capital section. Two of 
the reports included a_ substantial jp. 
vestment in wholly owned subsidiaries 
without further explanation of the un. 
derlying assets. In another report no 
provision was made for depreciation in 
the income statement although depre. 
ciable assets were owned. Another ip. 
come statement failed to state the period 
it covered. 

Adequate and informative disclosure 
was felt to be lacking in all the reports 
studied. None of the referred 
to the income statement in the opinion 
paragraph, nor was any specific dis. 
‘laimer of opinion made as to that 
statement by reason of audit scope 
having been limited to balance sheet 
tems. Two of the reports contained 
income statements but the reader was 
given no inkling as to whether the opin 
ion covered it or not. 


cases 


The main common point of deficiency 
in these reports consisted of “the fact 
that the auditor’s opinion did not con- 
tain a clear-cut indication of the char 
acter of his examination nor of the de- 
gree of responsibility he took in express 
ing his opinion, thus clearly violating 
the principles of Bulletin No. 23. This 
lack of clarity was achieved in three in- 
stances by the use of phrases in the opin- 
ion paragraph such as “subject to the 
above notes,” or “with the foregoing ex- 
zeptions” or “subject to the comments 
relative to the debenture bonds.” Each 
phrase referred to some footnote or com- 
ment elsewhere in the report. which, in 
turn, referred to a material item on the 
balance sheet. The implication in each 








case was that the auditor had some 
mental reservation as to the proper ir 
October 
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= FOR THOSE WHO ARE PLANNING AHEAD 

pital : : 

wi Today, many of your clients are formulating new plans and pro- 
C . . . 

stion grams to meet the challenge of the coming upswing in the 

nye economy. As an accountant, you may be called upon frequently 

| in. for counselling in such policy areas. 

aries ; ; f : 

=. To assist you in developing your own recommendations, we 

ain invite you to read a recently published booklet entitled, “The 

n it Business Growth Plan.” This 16-page booklet discusses such 

apre- f vital matters as: 

rin fl : ; ’ ; 

oe e The three basic requirements for successful growth. 

; e Ten common problems encountered by a growing 

' business and how you can avoid them. 

OTIS 

ei e Five ways to side-step the pitfalls of overexpansion. 

10n 

= e How to get all the working funds you need without 

a one ° ° 

0p additional investment or borrowing. 

lish 

heet ; , 

ad ¢ How to by-pass the dangers of slow collections and 

at credit problems without cutting sales volume. 

pin ’ 4 

e How to plan for future sales and profit growth. 

2nc\ 

fact 

Con: Members of the accounting profession 

har- are invited to send for a copy of “The 

si Business Growth Plan” with our com- 

sins pliments. Please feel free to request ad- ‘ine 

ee ditional copies for your clients. Ad- BUSINESS 

ai dress your request, with quantity GROWTH 

This desired, to Mr. Walter M. Kelly, PLAN 

sad President, Commercial Factors Cor- . 

pin- poration, One Park Avenue, New 

the York 16, New York. 
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ACCOUNTANTS! 


YOUNG 


INVESTIGATE POSSIBILITIES 


“TUCKER SYSTEM TYPE- 
WRITTEN BOOKKEEPING AND 
ELECTRONIC ACCOUNTING” 


FOR AMAZING ECONOMIES 
IN BOOKKEEPING AND 
ACCOUNTING COSTS 


A REVOLUTIONARY METHOD 
OF BOOKKEEPING AND 
ACCOUNTING 





For Information 
Write or Call 


CAMOT CO. INC. 
60 E. 42nd St., N. Y. 
MUrray Hill 7-0469 
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clusion of the item or its intrinsic value. 


| The reader was left in doubt both as to 


the fairness of the financial statements 
iaken as a whole. and as to the auditor's 
real opinion as to the fairness of the 
statements. This lack of clear-cut diselo. 
sure of responsibility is directly in vio. 
lation of Rule 5(d) of the Texas Soci. 
ety’s rules of professional conduct. 


Operating Results of Department and 

Specialty Stores 

The 38th annual Harvard survey of 
the department store trade entitled “Op. 
erating Results of Department and Spe- 
cialty Stores in 1957” (Graduate School 
of Business Administration Harvard 
University, Price $6.00) contains the 
broadest coverage of any of this famous 
series. This invaluable tool of the re- 
tailer now presents statistics based on 
individual reports of 345 department 
stores and 89 departmentalized specialty 
stores with a total net sales of about $5 
billion. 

The expense classification used in this 
report is based on the Standard Expense 
Center Vanual and, as 
adoption of this expense classification 
has increased and as familiarity with it 


Accounting 


has grown, the quality and comparabil- 
ity of reports have improved. Qne pro- 
cedural change has been introduced. 
For the sake of uniformity, allocation 
of indirect expense applicable to leased 
departments has been made on the basis 
of relative sales volume, instead of on 
the varying bases previously used by 
individual This change _ has 
affected comparability between 1957 and 
preceding years in some cases and hence 
certain tables have been set up with 
two sets of 1957 figures, one on the new 
basis and one on the old. 


stores. 


Department stores dollar sales ad: 
vanced only a little over 1 per cent in 
1957. which was a poorer showing than 
retail sales generally, and the number 
of transactions actually declined. This 
information appears in Section | which 
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NOW 


THE BEST 
FOR YOU & 
YOUR CLIENTS 


e ACCOUNTANTS 
e CONTROLLERS 
e OFFICE MANAGERS 
e BOOKKEEPERS 


Efficient Service... 
... by Experts 


KAHN 


EMPLOYMENT AGENCY, INC. 
100 West 42nd St., N. Y. 


WI 7-3900 


S. J. Benedict Mer. 





Our 31st Year ————— 





THE SOBELSOHN SCHOOL 


announces its 


COMPLETE 5 MONTHS COURSE 





Problems . 
age begins 
Auditing 
Th ; DEC. 1 . 
eory | in preparation 
Registration Law for 
Call or write MAY 1959 
f 
ES giving CPA 
complete EXAMINATION 
details. 


165 WEST 46th STREET 
COlumbus 5-0819 




















J. M. TENNEY 
CORPORATION 


Realty Investments 


535 Fifth Ave. OX 7-0636 
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is a general review of the year’s activi. 
ties. Section II contains a detailed ex. 
pense center breakdown while Section 
III is concerned with productivity ratios 
of expense centers. Section IV includes 


| the special analyses on branch opera. 
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tions, regional comparisons and _Lifo 
effects and Section V presents the gen. 
eral reference tables of common and 
middle range figures by volume groups 
for both department stores and specialty 
stores. 


Publicizing Interpretations of 
Rules of Conduct 


Practical guidance to the CPA on how 
to apply the rules of ethics to specific 
questions of general interest is being 
offered by the Illinois Society’s Com. 
mittee on Professional Ethics by its issu- 
ance of the first two of a series of 
opinions (lllinois Society of CPAs 
Newsletter, July 1958). These brief rul- 
ings are set forth herewith since they 
are also of interest to New York CPAs. 

A member inquired if it was permis. 
sible to insert a classified advertisement. 
offering professional services, in a news: 
paper provided his identification as a 
CPA were omitted. The Committee held 
that this would be a violation of the 
Society’s rules of professional conduct. 

The Committee has interpreted the 
rules to prohibit reference to class of 
services rendered by certified public ae- 
countants, such as taxes, systems, or 
other specified services, in what is 
technically known as a “card,” on office 
windows or doors, or in public direc: 
tories or listings. 

This same issue of the Illinois News- 
letter contained the announcement that 
the principles of Statement on Auditing 
Procedure No. 23 has been adopted as 
Rule 17 of the Society’s rules of profes: 
sional conduct. In the balloting on this 
proposition over 96 per cent of the 
members favored its adoption. State- 
ment No. 23 is reflected in the Institute's 
recently adopted Rule No. 19. 
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CG» P- B.S 
Facing Executive Compensation? 
Pension Investment Problems? 


These two booklets provide sound answers. 


DEFERRED PROFIT- 


SHARING PLANS 








is a new comprehensive booklet 
telling the full story of Deferred 
Profit-Sharing Plans. It provides an 
answer to problems concerning 
Employee Retirement, Job Incentive, 
Owner-Management Benefits and 
many others. 





THE GROUP 
TRUST PROGRAM 


describes a means of helping 
small and moderate-sized firms 
to invest their employee benefit 
funds as soundly and 
economically as the largest funds. 





For copies of these booklets, just phone HAnover 2-7200 
—Ext. 492 or 366 or write: Pension Trust Division— 
Personal Trust Department—Third Floor. 


MANUFACTURERS TRUST COMPANY 


es 
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October 7 
(Tuesday ) 


October 21 
(Tuesday ) 


October 30 
(Thursday ) 


November 5 


(Wednesday ) 


November 10 
(Monday) 


November 12 
(Wednesday ) 


November 17 
(Monday) 


November 20 
(Thursday ) 


December 4 
(Thursday ) 


December 9 


(Tuesday ) 


December 11 
(Thursday ) 


December 16 


(Tuesday ) 


December 18 
(Thursday ) 


December 22 
(Monday) 


January 19 
(Monday ) 
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Schedule of Society's Technical and 
General Meetings 


(New York City —- Fall 1958) 
GENERAL MEETING (Subject: Federal Tax Practice) 


Hunter College Auditorium 
69th Street between Park and Lexington Avenues 


FEDERAL TAXATION 


Hunter College Auditorium 
69th Street between Park and Lexington Avenues 
(afternoon session: 3:30-5:30 P.M.; evening session: 7 P.M.) 


STATE TAXATION, OTHER THAN NEW YORK 


Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 


GENERAL MEETING (Subject: Public Relations) 


Roosevelt Hotel 
Madison Avenue and 45th Street 


ENTERTAINMENT AND SPORTS ACCOUNTING 


Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 


TO BE ANNOUNCED 

Barbizon Plaza Hotel 

58th Street and Avenue of the Americas 

PROBLEMS OF THE INDIVIDUAL PRACTITIONER 
Barbizon Plaza Hotel 

58th Street and Avenue of the Americas 

INSOLVENCY AND BANKRUPTCY PROCEDURES 


Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 






GENERAL MEETING (Guest Speaker: Dr. Marcus Nadler) 


Roosevelt Hotel 
Madison Avenue and 45th Street 


ADMINISTRATION OF ACCOUNTANTS’ PRACTICE 


Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 


COST ACCOUNTING AND INVENTORY METHODS 
National Cash Register Auditorium 
50 Rockefeller Plaza 


EMPLOYEE WELFARE PLANS AND FUNDS 
Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 


FOREIGN GOVERNMENTS TAXATION/FOREIGN TRADE 


ACCOUNTING 
Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 


NEW YORK STATE TAXATION 

Barbizon Plaza Hotel 

58th Street and Avenue of the Americas 

REAL ESTATE ACCOUNTING/FEDERAL TAXATION 


Barbizon Plaza Hotel 
58th Street and Avenue of the Americas 





Note: The above titles represent the names of the Society's committees sponsoring the 
meetings. Except where otherwise indicated, all sessions begin at 7 P.M. 
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... if your clients require 


COMMERCIAL FINANCING 
OR FACTORING 


refer them to... 
JAMES TALCOTT, Inc. 


Talcott Financing and Factoring serv- 
ices have helped many successful 
businesses grow through the years. 
The progress of many clients par- 
allels their association with James 
Talcott, Inc., serving growing Ameri- 
can industry for more than a century. 





e Accounts Receivable (Non-Notification) @ Inventories 
e@ Machinery & Equipment e Instalment & Lease Sales 
e Factoring (Notification & Non-Notification) 


JAMES TALCOTT. INC. 
FOUNDED 1854 














NEW YORK 
CHICAGO 221 FOURTH AVENUE 
209 SOUTH LaSALLE STREET OReson 7.3000 1870 NATIONAL BANK BLDG. 
Financial 6-1444 eoure: WOodward 2-4563 


FACTORY NEW 


ELECTRIC ADDING MACHINES 


UNDERWOOD $168.50 plus Fed. T. 
CLARY $169.50 plus Fed. T. 
BURROUGHS $198.50 "*** 


ALSO 
Used Adding Machines from $40.00 





TYPEWRITERS 
New — Used — Trade-Ins 


RENTALS and SERVICE 


Accountants given special consideration 


ERIC STEINER, Inc. 55 W. 42nd ST. 


SUBWAY ARCADE LO 5.4126 Dept. 10 
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Letters to the Editor 


Collapsible Corporations 


An Exchange of Correspondence 
(I—A Reader’s Inquiry) 

In the June 1958 issue of THE NEw 
YorK CERTIFIED PuBLIc ACCOUNTANT, 
in the article “The Disposal of Real 
Property” by Jack Schlosser, CPA, the 
following statement appears at page 
421: 

Generally speaking, when a corporation pur- 
chases or constructs a piece of real estate, it 
can escape the curse of “collapsibility” by wait- 
ing three years. Can it elect Section 337 
after this 3-year hiatus? The answer is, 
strangely enough, “yes” and “no.” If the real 
property was purchased, “yes.” If the property 
was constructed by the corporation, the answer 
is, probably “no.” 

In the June 1958 issue of [another 
journal | the following statement appears: 

Stockholders of a “collapsible corporation” 
may avoid the unfavorable tax consequences 
inherent in such status by waiting three years 
following completion of the construction, man- 
ufacture or purchase of such property. The 
corporation’s status, however, as a “collapsible 
corporation” remains unchanged. Therefore, 
the corporation (as a collapsible corporation) 
could never avail itself of the benefits of 
Section 337 to avoid the double tax upon 
liquidation of the corporation. 

These statements in the two articles 
are in direct conflict. The question is 
of considerable importance to me, be- 
cause I have the case of a corporation 
which purchased a piece of real prop- 
erty over three years ago and now 
wishes to liquidate under Section 337. 
This corporation would be a collapsible 
corporation except for the fact that it 
has operated and rented its single piece 
of real estate for over three years. 

I would greatly appreciate receiving 
any information which would help to 
resolve this conflict. 

ARTHUR T. WHALEN, CPA 
Ogdensburg, New York 


Collapsible Corporations 


An Exchange of Correspondence 
(1I—The Author’s Reply) 

At the outset, let me make one flat 
statement which seems to me to be quite 
clear in the law and regulations under 
Section 341. A corporation which pur 
chases a piece of real estate and holds 
it for more than 3 years is not a “cok 
lapsible” corporation by definition 
under Section 341(b). Such a corpora 
tion does not even require the limitation 
provision in Section 341(d) (3) to 
eliminate it from the penalty provisions 
of Section 341. The basis for this posi- 
tion is as follows. 

Section 341(b) (1) states that a “col- 
lapsible” corporation means a corpora- 
tion formed or availed of principally 


(a) for the manufacture, construc- 
tion or production of property 

(b) for the purchase of property 
which . . . is property described in 
paragraph (3). 


It is clear from the foregoing that 
with regard to purchased property, we 
must look to paragraph (3) of Section | 
341(b) for further information with 
regard to the type of property which 
would make a corporation “collapsible.” 

With reference to Section 341 (b) (3), 
it indicates that, among other things, 
the purchased property referred to in 
Section 341(b) (1) must be held for a 
period of less than 3 years. Thus, it 
would seem clear that the type of pul- 
chased property which would make 4 
corporation “collapsible” must _ first 
satisfy subparagraphs A to D of Section 
341(b) (3) and, further, must be held 
for less than 3 years. If it does nol 
satisfy both of these requirements, 
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does not qualify as a Section 3/1 asset 
and, furthermore, does not satisfy the 
requirement set forth in Section 34] 
(b) (1). 

It is obvious that a piece of real 
property falls into the category of Sec. 
tion 341(b) (3) (D). However, if it is 
held for more than 3 years, then it is not 
a Section 341 asset and consequently, 
Section 341(b) (1), the definition sec. 
tion, is not involved. 

It is the foregoing line of reasoning 
which leads me to conclude that, with 
regard to purchased real estate, if the 
property is held for more than 3 years, 
not only can the corporation be liqui- 
dated or its stock sold without fear of 
having Section 341 apply but such a 
corporation is not “collapsible” by 
definition under Section 341(b) and, 
therefore, may freely elect Section 337. 
You will note that Section 337(c) (1) 
states that that section does not apply to 
a sale or exchange made by a “collapsi- 
ble” corporation as defined in Section 
341(b). 

This line of reasoning is not appli- 
cable to a constructed piece of real 
estate. Section 341(b) (1), the defini- 
tion section, states quite flatly that a 
corporation which constructs real estate 
falls within the purview of a “Collapsi- 
ble” corporation. The mention made in 
Section 341(b) (3) of the 3-year hold- 
ing period is not applicable because that 
has reference only to purchased prop- 
erty. It is true that if a corporation 
held such constructed property for a 
period of more than 3 years, the limita- 
tion section of Section 341(d) would 
eliminate such a corporation from the 
penalties implicit in Section 341. How- 
ever, it would still remain “collapsible” 
by definition under Section 341 (b) and, 
as such, may not apply the provisions 
of Section 337. 

The foregoing is, of course, not the 
complete story. If you can establish that 
the corporation which owns the con- 
structed property realized a substantial 
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ply it by failing to draw a distinction be. 

tween constructed or purchased real 
estate. 

Jack ScHLosser, CPA 

(Eisner & Lubin) 

New York. N.Y, 


Collapsible Corporations 





An Exchange of Correspondence 

(11I—Author’s Position Confirmed) 

I am pleased to comply with your re. 
quest for my comments on the issues 
raised in the correspondence by Jack 
Schlosser and Arthur Whalen. 

I agree entirely with Jack Schlosser 
that if purchased property is held for 
more than three years by a corporation, 
the collapsible corporation statute will 
not be applicable to such property. The 
following is an excerpt of a memoran- 
dum I recently prepared regarding this 
point: 

“In determining whether a corpora- 
tion is collapsible, a distinction should 
be noted between property which is 
constructed, manufactured or produced 
and property which is purchased by 
the corporation. Section 341(b), which 
defines a collapsible corporation, in- 
cludes purchased property as collapsible 
property only if held by the corpora- 
tion (or in certain cases its predecessor, 
in interest) for a period of less than 
three years; however, there is no such 
limitation for constructed, manufactured 
or produced property. ‘Therefore, 
whereas the collapsible corporation 
statute will not be applicable to property 
purchased by a corporation if the prop- 
erty is held for more than three years, 
the statute will be applicable to the 
previously mentioned types of property 
no matter how long the property 1s 


held.” 


Purtoore H. FrirepMan, CPA 
(Arthur Young & Company) 
New York, N.Y. 
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Ordering Federal Income Tax Forms 





A Letter from the 
Regional Commissioner 

For the past several years the New 
York Region of Internal Revenue Serv- 
ice has been servicing the requirements 
of practitioners for income tax forms 
by providing them with order blank 
forms. The response of the practitioners 
has been tremendous. 

As in the past, the New York State So- 
ciety of Certified Public Accountants is 
cooperating with the Service by insert- 
ing a letter and copies of order 
blanks with the mailing of the October 
issue of The New York Certified Public 
Accountant for the convenience of the 
accountants. The letter requests the ac- 
countant to complete Form 2333 and for- 
ward the the District Office 
serving the area by October 20, 1958. 
It is anticipated that the District Offices 


form to 





will begin shipping forms on or about | 


December 1, 1958. 


The Service policy that “individuals | 


or firms using income tax forms for pri- 


vate gain shall be given the option of | 


picking up shipments weighing over 4 | 


pounds or having the shipments sent | 


C.0.D.” remains. 
dicate their choice by checking the pre: 
ferred method on Form 2333. 

We would appreciate your publishing 
this letter in the widely read Letters to 
the Editor feature of your publication. 

C. I. Fox 


Regional Commissioner 


Ep. Not BE: 


As a service both to its 


members and to the Treasury Depart- | 


ment, the Society will enclose with the 
mailing of the October 1958 issue of the 
NYCPA, one copy of the explanatory 
letter and two copies of the order blank 


jorm referred to in Mr. Fox’s letter. 


1958 


Practitioners will in- | 





When writing to advertiser kindly mention The New York Certified Public Accountant 














Does your client need 
*Financing? 
Liberal loans on accounts 
receivable. 


For 30 years we have spe- 
cialized in liberal loans on ac- 
counts receivable. Simplest 
handling plans. Loans on 
machinery, too. 


Forwarders protected. 
* , g g e e 


Phone or write Mr. Dworsky 
FIDELITY FACTORS 
1440 Broapway, N. Y. 

LOngacre 5-3908 
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BRUSH-UP 1958 TAX 
LAW COURSE begins 


FRIDAY 
OCT. 10 
Tuition $42 


THE SOBELSOHN SCHOOL 
165 W. 46 Street ¢ COlumbus 5-0819 


Friday Evenings, 
12 Lectures 
6.30 to 9.30 p.m. 
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FINANCING 
ACCOUNTS RECEIVABLE 


Lowest Rates « Non- Notification 


Our methods are simple to figure— 
Specialized individual attention given 
to each account. 


May we hear from you regarding your 
clients’ needs? 


PARAMOUNT FACTORS, INC. 


303 FIFTH AVENUE, NEW YORK 
MUrray Hill 4-7988 



























Mr. Robot has earned his rest - 


But not RENT SECURITY 


Bronx — —e 
6 E. BURNSIDE AVE. at ‘Walton, Bronx . 
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Mr. Accountant, ANOTHER service! RENT SECURITY, 
which must be held in trust, not only can WORK, but 






See, call, or write 


all such enews may be kept in a SINGLE Ninth Federal any NINTH FEDERAL 
account! office. Learn about 
The security of EACH tenant — individual — partner- Plus + Valves! 
ship — or corporation — EARNS DIVIDENDS and is a 


INSURED to $10,000. 


_ NINTH at ee 





be 
1457 BROADWAY at Times ‘Suearee NY. 36 


NINTH FEDERAL SERVICE ... Complete . . . Prompt .. . Courteous 
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TRANSFACE is the only master Paper to bring you these 
revolutionary NEW improvements 





e NEEDS NO CARBON BACKING 


Soft leads not necessary 
You may use mechanical pencils 
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¢ STEPPED-up PRINTING SPEED 
FASTEST IN THE UNITED STATES 
¢ WILL NOT curL UNDER CONTINUED USE 
© TROUBLE-FREE SHEET SEPARATION 
e PERFECT REPRODUCTIONS EVERY TIME 










Only TRANSFACE prints all forms double-sided on the Same master paper 


OUR 1958-59 Catalogue contains o complete selection of forms for your 
every duplicating need. ALL on our new Transface Translucent Master Paper. 


* EVERY approved Federal, State, as well as local Tax 
Forms. Total of 90 available as FOLDERS — FLATS — 
COLLATED — INDIVIDUAL PAGES 


* Specifications and regulations 

























Y. 
SEND FOR YOUR FREE CATALOGUE TODA 


TRANS FACE trncttnciintne com 


1958 


K.13.. NY 
‘ TREET, NEW YOR 
170 VARICK hs WAtkins 4-5985 


ntant 
ertified Public Accou 

iting to advertiser kindly mention The New York C 

When writing 








701 








$2.00. 
words. 


Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 
“Business Opportunities” 15¢ a word, minimum $3.00. 
Closing date, 10th of month preceding date of issue. 





“Situations Wanted” 10¢ a word, minimum 
Box number, when used, is two 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. Y 


HELP WANTED 
Accountant-Supervisor, opportunity for out- 
standing man with expanding medium-sized 
midtown CPA firm, must have prior super- 
visory and at least 10 years public accounting 
experience, little travel, submit complete 
resume. Box 1508. 


Tax Department Supervisor, for growing 
New York City CPA firm, diversified tax 
practice, opportunity for challenging and cre- 
ative work, position requires tax planning, re- 
search, tax examinations, conferences, and 
departmental administration, submit complete 
resume. Box 1509. 

Accountant-Reviewer, for medium-sized 
growing CPA firm, position requires ability to 
do creative work, review workpapers and su- 
pervise office personnel, submit complete 
resume. Box 1526. 

Wanted, alter ego for individual practitioner, 
must have ability think creatively, act inde- 
pendently, write full details experience since 
1950, education, vital statistics, salary. Box 
1534. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., tele- 
phone LOngacre 4-1740. 

Financial Executive, CPA, law degree, over 
25 years extensive experience, public, private, 
presently employed assistant comptroller 
manufacturing company, progress blocked, 
seeks more challenging opportunity, excellent 
references, $10,000. Box 1510. 

CPA, nine years thoroughly diversified large 
and small firm experience, available per diem 
or engagement hasis. Box 1511 or OL 4-2382. 
CPA, 30, Society member, 10 years experience, 
seeks responsible position with a future, pre- 
fer association with partnership possibilities. 
Box 1512. 

CPA, 31, nine years public experience, good 
references and experience, seeks position lead- 
ing to junior partnership, will invest. Box 
1519. 

CPA-Attorney, LLM, former revenue agent, 
subsequently 15 years broad tax practice, 
specializing estate planning, income tax, state, 
local taxes, research, review, opinions, exami- 
nations, protests, Appellate and other level 
conferences, petitions Tax Court, etc., avail- 
able per diem, part-time, other suitable ar- 
rangements. Box 1520. 
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CPA, 40, NYSSCPA, desires per diem 4.5 
days monthly in N. Y. C., also available for 
short assignments. Box 1521. 


CPA, part-time, evenings, week-ends, Queens 


or N. Y. City, nine years diversified experi- 
ence, automobile. HIckory 5-0629 or Box 
1522. 


CPA, Society member, 20 years diversified 


public practice, thoroughly experienced au- 
dits, taxes, reviewing, available per diem 
basis. Box 1525. 


Per diem, CPA, age 38, Society member, 
mature, capable, with 12 years of well di- 
versified public accounting and tax experience 
in both large and small firms. Box 1533. 
Single Woman, unusual accounting back- 
ground, currently employed CPA’s office on 
per diem basis, capacity write-ups, diversified 
clientele, seeks similar connection or full time 
engagement, traveling no problem, will relo- 
cate. Box 1535. 

CPA, tax accountant, LLM taxation, experi- 
enced tax research, planning, protests and 
petitions, available per diem N. Y. C. area. 


Box 1536. 
BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk pro- 
vided for interviewing, $6.50 per month, di- 
rectory listing. Modern Business Service, 505 
Fifth Avenue (42nd Street). : 
Practice Wanted, substantial terms, know- 
how offered overburdened or retired practi- 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 1513. 

Well Equipped CPA Firm, will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 1514. 

CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting background, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, re- 
plies held strictly confidential. Box 1515. 
For Sale, Prentice-Hall American Federal 
Tax Reports, A.F.T.R.’s, Volumes No. 1 to 38, 
brand new condition, will accept any reason- 
able offer. TRiangle 5-8050. 

Have Fifth Avenue Office, without Fifth 
Avenue overhead, efficient personalized mail, 
telephone, reception, specializing in account 
ants requirements, request brochure or cal 
MUrray Hill 2-4777. 516 Fifth Avenue Mail- 
Telephone Service. 
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BUSINESS OPPORTUNITIES 


Scientific Relaxation and tension reducing 
techniques, especially developed for account- 
ants and professionals, practical 10 session 
introductory course. Relaxation Center, Inc., 
4 East 95th Street, New York 28, N. Y., 
TEmpleton 1-3866. 

Office Space, in CPA suite, Grand Central 
area, secretarial service, Bruning reproducing 
machine, excellent environment, MU 2-7168 
or Suite 1210, 41 East 42nd Street, N. Y. C. 


Connecticut CPA Firm, will purchase entire 
practice or individual accounts, large and 
small, anywhere in Connecticut, will make 
suitable arrangements with practitioner con- 
templating retirement or workload reduction. 
Box 1516. 

One Ozalid Machine, 18”, very good condi- 
tion, call or write Lawyers’ Photo Print Com- 
pany, 50 Broad Street, N; ¥..G. 

CPA, 34, with 14 years varied, top grade 
public accounting experience, seeks acquisi- 
tion of accounts, practice or partnership in- 
terest. Box 1517. 

CPA, diversfied experience, modest clientele, 
free time, seeks association with overburdened 
or retiring practitioner. Box 1518. 


Office Space, Grand Central area at Lexing- 
ton and 40th Street, telephone and secretarial 
services available. Grand Business Service, 
OXford 7-5266. 

Sabbath Observer, young CPA, with modest, 
quality practice and top qualifications seek- 
ing overburdened, retiring practitioner, cash, 
best terms. Box 1523. 

CPA, 30, extensive diversified experience, de- 
sires position or association with overburdened 
practitioner leading to early partnership, will 
relocate. Box 1524. 


1441 Broadway, sublease small air-condi- 


tioned office. LO 4-6474. 
CPA-Attorney, MBA, 30, desires to associate 


with overburdened or retiring practitioner, or~ 


will purchase accounts. Box 1527. 

CPA, mature, with practice, has a number of 
days available monthly, desires association with 
overburdened practitioner, aim share office ex- 
penses and assist in servicing accounts. Box 
1528, 

Office for Rent, professional suite, 444 Madi- 
son Avenue, completely air-conditioned, file 
and workroom available, secretarial services 


optional. PLaza 5-8424. 


CPA Firm, small, established, through asso- 
ciation will provide continuity and coverage 
for an individual practitioner as well as 
strengthen tax resources, feasible working 
arrangements. Box 1529. 

CPA, 35, AICPA, NYSSCPA, Nassau office, 
$8,000 gross practice, substantial free time, 
will service, buy or share interest in accounts, 
metropolitan area. Box 1530. 


CPA Firm, excellent reputation, seeks pur- 
chase of clientele grossing $5,000-$25,000, 





will pay substantial cash or make other de- 
sired financial arrangements, past experience 
assures successful take-over. Box 1531. 


CPA, 33, excellent professional background. 
will purchase practice to $20,000 or individual 
quality accounts within 75 miles N. Y. C. on 
substantial terms. Box 1532. 


CPA, 34, extensive experience, having quality 
practice, seeks merger with CPA firm inter- 
ested primarily in associate able to handle all 
top level functions. Box 1537. 


CPA, attorney, tax man, former revenue agent 
and technical adviser, specializing exclusively 
in tax and estate planning, research, litiga- 
tion, audits and returns, seeks part-time as- 
sociation with accounting firms in need of tax 
services on retainer basis. Box 1538. 


Spacious, air-conditioned room with complete 
office service in CPA suite on 55th Street 
between Park and Madison Avenues. Tele- 
phone PLaza 5-8390. 








APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


prrzenpaen 6 CHURCH STREET ATL ANTS 
PHILADELPRIA NEW YORK, N. Y. gr Tours 


WANTED! 


TO PURCHASE 


MFG. PLANTS 
BUSINESSES 
ESTATES 


Inquiries Invited—Strictest Confidence 











DAVID NEEDLEMAN 


570 SEVENTH AVENUE 
New York 18, N. Y. BRyant 9-5115 


BROKERS PROTECTED 
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MR. ACCOUNTANT... 






Do Your Clients Have Locked-up 
Working Capital? 





Under the Meadow Brook plan ad- 
vances can be made up to 80% of the 
collectible value of a firm’s Accounts 
Receivable, and to a comparable per- 
centage of the cost of Inventory. Our 
trained personnel can help you esta- 
blish the most advantageous plan for 
using this service to benefit your 
clients. 


The cash value of a firm’s Accounts 
Receivable or Inventories may repre. 
sent a considerable sum of money that 
could be put to work to benefit the 
firm particularly during their peak 


seasons. 





FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, N. Y. 
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Public Relations 


Public relations is a new profession whose principles and 
ideas merit the serious consideration of certified public 
accountants. One of the accepted principles is planned action 
which is reflected in our own organizational experience. Sound 
public relations benefits have flowed naturally from our 
Society’s programs and activities: the general and technical 
meetings: the dedicated work of our directors, committees, 
and chapters; the wide-flung fronts opened by the Society’s 
legislative activities; the impact of our publications and exhi- 
bits; and the professional prestige won by our members through 
their relations with clients, industry, government and_ the 


general public. 


The Society feels that this subject is so important that 
our general meeting of November 5 will be devoted to it. The 
speakers will discuss public relations and its growing use as a 
corporate philosophy in the free enterprise system, the re- 
actions of the press toward our profession and its aspirations 
in the field of public communication, and the principles of 
public relations as they might appropriately be used by our 
members in their relations with clients, the business world, 
and their communities. 


The speakers who will address us at the general meeting 
of November 5 are experts in this field. Howard Chase, for- 
merly public relations director of one of America’s largest 
corporations, a past president of the Public Relations Society 
of America, and president of Communications Counselors, Inc., 
has a rich background in professional society activities. Carl 
E. Lindstrom, executive editor of the Hartrorp Times and 
vice president of the American Society of Newspaper Editors, 
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is especially well qualified to tell us how the press regards our 


profession. Stanley Baar, a partner of Barber and Baar Asso- 
ciates, Inc., is a well known public relations practitioner with 
a basic down-to-earth approach who will give us some practical 
illustrations of how public relations can be put to work by 
the certified public accountant. 


The meeting promises to be most stimulating. The subject 
has vast implications for the profession as a whole and for 
the CPA practitioner in the daily conduct of his practice. 
As an advisor to management, the practitioner should have a 
basic knowledge of the principles of public relations. More- 
over, unreserved public recognition of our profession is one of 
our major goals. Let us learn from the experts how this may 


be achieved. 


Howarp A. WITHEY, 
President 
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Management Services 
by Local Practitioners 


By Perry Mason, CPA 





The subject of management services 
is one of the hottest topics in the field 
of professional accounting practice. It 
has appeared in one form or another on 
the program of almost every accounting 
conference which has been held during 
the past few years. At a recent gradu- 
ate study conference put on by the six 
New England states, management serv- 
ices by local practitioners was the theme 
of the entire conference and the subject 
of almost every speaker. 

Interest in this subject is not limited 
to this country. A few months ago we 
met with a group of Mexican account- 
ants who were spending several weeks 
in this country visiting accounting or- 
ganizations, management consulting 
firms, accounting firms, colleges and 
universities, manufacturers of account- 





Perry Mason, Ph. D., CPA, is Research 
Associate with The American Institute 
of Certified Public Accountants. Before 
coming to the Institute, Dr. Mason was 
professor of accounting at the University 
of California at Berkeley. 
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The CPA has a legitimate place in the field of management services. 
Small Business needs such services badly. The opportunities for the 
local practitioner are great but there are some dangers and some 
ethical problems to be solved. This article deals with the problems 
confronting the local practitioner and with the possibilities for the 
extension of his professional services in this field. 


ing machines, and in general studying 
thoroughly this area of management 
The English and Canadian 
chartered accountants, and public ac- 
countants in other countries as well, 
are all exploring the opportunities which 
exist in the expansion of their services 
to their clients. 


services. 


At the same time, not everyone is 
happy about the recent developments 
and some members of the American 
Institute are quite distressed about our 
attempts to arouse interest in manage- 
ment services and to encourage CPAs 
to get further into that area. They feel 
that auditing is the heart and soul of 
public accounting, that the CPA is not 
qualified by either training or experi- 
ence to become a management consul- 
tant on non-accounting matters, and 
that there is real risk that the profession 
will suffer in reputation if we go very 
far in this direction. Suppose, as is 
sometimes the case, that a CPA does 

The views expressed in this article are 


those of the author and not necessarily those 
of the AICPA. 
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nothing but cost accounting system in- 
stallation and cost analysis work; is he 
conducting a public accounting prac- 
tice? Most people would probably agree 
that he is. But suppose that a CPA 
spends all of his time on job evaluation, 
factory layout, time and motion studies, 
market research, or other non-account- 
ing services; is he conducting a public 
accounting practice? Perhaps not. How- 
ever, the question as to whether or not 
the CPA should perform management 
services is hardly debatable. He has 
operated in this area for many years, 
he will probably perform more of such 
services as time goes on, and, whether 
he likes it or not, he is going to be 
forced to expand the services he offers 
to his clients if he wants to have a 
successful practice. 


Various Approaches Available to 

the Local Practitioner 

The large national accounting firms 
can, and most of them have, set up 
special management service divisions, 
staffed in part with non-accounting spe- 
cialists such as industrial engineers and 
statisticians, and are prepared to offer 
a great variety of management services. 
Obviously, the local accounting firm 
cannot duplicate this type of organiza- 
tion and service. One thing it can do, 
however, is to select a few specialties, 
as Joseph L. Brock pointed out so ef- 
fectively several years ago.’ The three 
that he suggested are among the very 
best and are usually badly needed by 
most clients: (1) budgeting and fore- 
casting, (2) improvement of accounting 
systems, and (3) cost determination and 
These fit well into the 
educational background of most ac- 
countants, they arise naturally out of 


cost studies. 


1 Joseph L. Brock, “Management Services 
by Local Practitioners,” THe New York 
CerTiFIED Pusiic ACCOUNTANT, September 
1955, p. 523. 
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the accounting engagement, and do not 
require extensive additional technical 


training. There are, of course, othe 
possibilities. For example, if a CPA 


happens to have a_ background or , 
hobby of higher mathematics and statis. 
tics, he might like to get into the ey. 
tremely important and rapidly develop. 
ing area of Operations Research. 
Another thing the local accounting 
firm can do is to obtain the cooperation 
of another professional man or firm 
when some problem comes up which is 
beyond its capacity or competence, 
There are at least three possibilities: (1) 
call in a non-accounting professional 
man or firm such as an industrial engi- 
neer, (2) get the cooperation of another 
accounting firm of about the same size 
which happens to have the required spe- 
cialized man on its staff, or (3) call in 
a large accounting firm which has a 
full-fledged management services depart: 
ment. There seems to be general agree: 
ment among those who have given 


serious thought to the matter that this 


procedure of “referrals” or cooperation 
among professional firms offers the 
greatest opportunity in solving some of 
the problems which arise in meeting the 
needs of the client and keeping the local 
CPA in the picture. At the same time it 
presents a good many problems of its 
own and we have had very little exper- 
ience with it in the accounting profes 
sion as compared with some of the 
other professions. 


Arrangements with 

Non-Accounting Firms 

The first alternative, working out an 
arrangement with a non-accounting pro 
fessional man or firm, while it is a real 
possibility, is perhaps the least attractive 
of the three. It can, however, be done. 
In one case which came to our attention. 
a small accounting office had added an 
its staff. It 
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turned out, however, to be difficult to 
keep him fully employed on suitable 
engagements, it was difficult to give him 
proper status within the accounting 
firm, and so on, so they had a friendly 
separation. Now the accounting firm 
calls in the industrial engineer from 
time to time under a regular working 
agreement and things work out much 
better. One of the more obvious diffi- 
culties with this kind of an arrange- 
ment is that the CPA wants to play a 
part in the engagement and take re- 
sponsibility for the results, but he may 
not be sufficiently familiar with the 
field of the specialist to supervise or 
evaluate his work. An alternative, but 
not a very satisfactory one, is merely 
to refer the entire engagement to the 
engineer or other specialist and take as 
compensation merely the satisfaction of 
seeing to it that the client got the type 
of service he needed and hope that he 
understands and appreciates it. There 
may be other problems in the area of 
ethics or professional conduct which 
may hamper such an arrangement with 
a non-accountant. So, it is a real possi- 
bility but perhaps not the best one. 


Cooperation Among Local CPAs 
Cooperation among local accounting 
firms offers a great deal toward the 
solution of this problem of the limita- 
tions of any one CPA or firm. It has 
worked out very well in auditing prac- 
tice where a small firm undertakes an 
engagement which is out of its class as 
to size or complexity and it should 
work equally well on management ser- 
Vices engagements. Of course, the out- 
come is often the merger of the smaller 
firms but the merger of small firms to 
form larger ones is perhaps one of the 
most effective solutions to this whole 
problem. Then the partners and staff 
can be specialized to good advantage. 
The question is sometimes asked: 
how do I go about finding out what 
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specialties are offered by the various 
local firms in my state, so that I can 
know which one I should call in on a 
particular problem? It has been sug- 
gested that the American Institute or 
the state society might collect such in- 
formation and make it available to the 
members. Obviously, there would be 
many difficulties in getting such infor- 
mation, checking the actual qualifica- 
tions of the specialists, keeping it up 
to date, and disseminating completely 
impartial but at the same time useful 
information. Perhaps something along 
this line could be done, but it is far 
better for each CPA to get well enough 
acquainted with his fellow practitioners 
so that he knows what they are doing, 
and what types of service they are best 
qualified to handle, so that he can, upon 
occasion, work out a friendly arrange- 
ment for cooperation. Among other 
things, that means becoming active in 
chapter and state organizations. We 
have gone a long way toward making 
this possible. At one time CPAs hardly 
spoke to one another. The subjects of 
conversation at state society and chap- 
ter meetings were almost always any- 
thing but accounting. But nowadays 
practitioners often give other CPAs 
intimate details of the technical features 
of an engagement and solicit their ad- 
vice on such occasions. The time seems 
to be ripe for much closer cooperation 
on management services among the 
smaller accounting firms. 


Referrals to Large CPA Firms 


The third suggestion, cooperation be- 
tween small and large accounting 
firms, is full of explosive possibilities. 
Michael D. Bachrach recently put the 
core of the problem euphemistically 
something like this: there are rumors 
that some accounting firms have lament- 
ably failed to suppress the predatory 
instincts which sometimes creep into 
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the subconscious.” In other words, the 
local practitioner may hesitate to call 
in the big firm on a management service 
engagement for fear he will lose his 
client completely. This is most unfor- 
tunate for it tends to deprive the client 
of a service he may need. What can 
be done about it? 

The American Institute’s committee on 
ethics has recognized that the problem 
exists and a new rule of professional 
conduct (Rule No. 18) has recently 
gone into effect which prohibits a mem- 
ber of the Institute who receives an 
engagement for services from another 
member from extending his work be- 
yond the specific engagement without 
consulting the referring member. This 
is a step in the right direction and time 
will tell how effective it will be in cor- 
recting the situation. Some account- 
ants feel that we should go a step fur- 
ther and prohibit the second accounting 
firm from taking over even though it 
was engaged directly by the client 
rather than being brought in by referral 
from the first accounting firm. 

Of course, what we need is not laws 
and rules, but the development of a 
feeling of goodwill and mutual respect 
and confidence. In other words, instead 
of merely talking about being a pro- 
fession, we need to become one. Among 
other things we need to improve the 
quality of some of the ordinary auditing 
and tax work. Even with the best of 
standards and intentions, it is asking 
quite a lot of a large firm to turn down 
an audit or tax engagement when it 
sees that the work has not been done 
in a competent manner. And we can- 
not deny that there is too much sub- 
standard work being done by some 


CPAs. 


2 Michael 


Services to 


D. Bachrach, 


Management,” 


“Co-operation in 
JOURNAL OF 


AccounTANcy, March 1958, p. 37. 
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In his article, Mr. 
pressed the opinion that the initiative 
should be taken by the large accounting 
firms in promoting cooperative engage. 
ments, although they generally seem jo 
wait to be approached by the smaller 


Bachrach ex. 


firm. He suggested that they should 
notify the smaller accounting firms thai 
they would be willing to take engage: 
ments on a referral basis with assur. 
ance that they would cooperate fully 
with the local CPA and his staff and 
would under no circumstances take over 
any other part of the client’s work. 
They would indicate the types of service 
they could offer, describe their fee 
structure, indicate how they would plan 
to divide the fee with the local firm, and 
in general offer a plan which would be 
mutually advantageous. We have not 
heard of any firm doing this, but it is 
an interesting suggestion. 


Developing Client Understanding 


It goes without saying that in any of 
these cooperative arrangements, _ the 
client should be completely informed as 
to what is going on. It should be made 
clear that the client’s own CPA is work- 
ing out a plan for the best interests of 
his client as well as protecting his own 
position. 

This philosophy as to professional 
relations may be difficult to explain to 
many clients who are more accustomed 
to the competitive environment of the 
business world. It may be criticized as 
carrying professional ethics too far and 
sacrificing the good of the client to a 
formal rule of professional relations. 
It can be defended, however, as working 
out to the best interests of clients as 
a group, for if the best interests of the 
client are to be served, the local prac- 
titioner must be assured of freedom 
from fear of losing his clients and must 
become accustomed to the practice of 
referring engagements to other account: 
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ing firms which are better prepared than 
he is to give the type and quality of 
service the client should have. But this 
relationship will never be created unless 
the larger firm refuses to take advan- 
taze of the situation and unless an 
atmosphere of mutual confidence and 
respect among accounting firms is built 
up and maintained. 

One way in which some of the diffi- 
culties can be met is for the client to 
be made aware of the types of service 
his CPA can perform for him. One rea- 
son why large firms often get into the 
picture is that the elient does not realize 
that his own CPA might be able to 
perform the service or at least could 
work out an arrangement which would 
give the client the advantage of the 
intimate knowledge of his business 
which his own CPA possesses as well 
as the skill and knowledge of the spec- 
ialist in the other accounting firm. 


A few CPAs have felt that the rules 
of professional conduct which prohibit 
solicitation and advertising make it difli- 
cult if not impossible for the CPA to 
compete with the professional manage- 
ment consulting firms which operate 
under no such restraints. With very 
few exceptions, however, CPAs seem to 
agree that the best source of engage- 
ments in this field, as in auditing and 
tax work, is by recommendations of 
clients and friends. One thing should 
be made clear, however. There is no 
tule against soliciting present clients 
for additional work. If a CPA develops 
a specialty of some sort, there is no 
reason why he should not write a letter 
to each of his clients telling him about 
it. Of course, the most effective method 
of building up work in management 
services is by personal visits with the 
client, especially when the CPA is dis- 
cussing the audit report with the client, 
pointing out weak spots in his internal 
control procedures, and making other 
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observations which can well lead to 
special engagements. 

One of the difficulties which some- 
times exists is that the client has become 
accustomed to receiving some of these 
management services as an incidental 
part of the audit engagement and does 
not expect to be billed for them as a 
separate item. There is no pat solution 
to this problem except to say that it is 
a matter of educating the client on this 
as well as other fee problems. It will 
help, of course, if the client can be 
persuaded to authorize some project 
which will be handled at a time of year 
other than the period when the audit 
is carried on. Once he gets into the 
habit of turning to his CPA for some 
of these special services, the problem 
seems to disappear. Management serv- 
ices, unlike the audit and the tax work, 
are clearly for the client’s direct bene- 
fit and help to increase the profitability 
of his operation, and the difficulty of 
charging a reasonable amount for the 
service on a separate engagement basis 
does not appear to be too much of a 
problem. 


Conclusions 


We at the Institute believe that the 
CPA has a legitimate place in the field 
of management services, and that small 
business needs such services badly. We 
shall do everything possible within the 
limits of our resources to assist the lo- 
cal practitioner in developing and im- 
proving his services to his clients in 
this area. At the same time, we believe 
we should drive with a tight rein, that 
is, we should urge forward progress but 
hold back at the same time. The fears 
of some members of the profession that 
CPAs are making a serious mistake if 
they go very far into this area are not 
wholly unfounded. There is a real dan- 
ger that an accountant may do a bad 
job on a particular assignment, due to 
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his being carried away by his enthusiasm 
or due to his ignorance of the technical 
requirements of the service. As was 
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service before he offers it to the client. 


Not every CPA is __ psychologically 
equipped to go far in the direction of 
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in the pamphlet, “Management 
Services by CPAs,”* the CPA must make 
sure that, under the circumstances, he 
clearly is qualified to render a particular 


said 


% Published by the American Institute of 
Certified 


management services. 


Public Accountants in 1957. 





The Accountant in Industry 


The accountant in industry has succeeded in persuading management 
that there are methods of forecasting the future course of business within 
limits of useful accuracy, that he can produce estimates of cost which are 
reliable, and that his advice is valuable when major capital expenditures 
are being considered. It would be unusual for management to proceed 
on almost any important venture without consulting with him. The oppor- 
tunity for him to participate when major financial decisions are being 
taken has brought into focus the accountant’s value as adviser and coun- 
sellor and given him a new sphere of usefulness and influence. His posi- 
tion of authority in matters of accounting policy is recognized, and it is 
left to him to ensure that cost and profit determinations are being made 
in accordance with good theory and sound practice. ; 

The accountant in industry has much to offer in other areas as well. 
His broad familiarity with the whole range of activities of a particular 
enterprise makes him an obvious candidate for participation in planning 
for the future. He brings to the conference table a knowledge of current 
and past performance which keeps a note of realism to the fore when 
enthusiasm threatens to outrun discretion. Objectivity is one of his most 
reliable attributes. Management more than ever looks to him to measure 
progress when projects are undertaken and, through his reports, charts and 
other media of communication, expects to be kept informed. 


EpitoriaL, “Changing Role of the Accountant in Industry,” 
Tue CANADIAN CHARTERED ACCOUNTANT, August 1958 


Men in the man. 
agement services field often dislike ay. 
diting and some of the best auditors dis. 
like to get into management problems, 
A man must really be interested in busi- 
ness management as such if he is to do 
a really effective job for his client. 
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The CPA Practitioner 
Appellate Division 


By CHARLES R. CULLIGAN 


Historical Background 
The Appellate Division is the settle- 
Internal Revenue 
To it has been delegated au- 


ment body of the 
Service. 
thority to represent the Commissioner 
of Internal Revenue in the settlement, 
or other disposition, of controversies in 
income, profits, estate, gift, and employ- 
ment taxes, and some classes of excise 
taxes. 

There are many reasons for the ex- 
istence of the Appellate Division, all of 
them directed toward assisting taxpay- 
ers and their representatives in dispos- 
ing of contested tax matters as expedi- 
tiously as possible, without the necessity 
ior expensive and, sometimes, needless 
litigation. 

The general idea of having an or: 
ganization within the Internal Revenue 
Service, which would devote its energies 
toward the settlement of contested cases, 
was born in 1927, at which time there 
were pending before the United States 
Board of Tax Appeals (now the Tax 
Court of the United States) approxi- 





CHarLes R. CuLLIGAN is Special Assis- 
tant to the Chief, Appellate Division, 
New York City Region, Internal Rev- 
enue Service. Mr. Culligan is a mem- 
ber of the bar of the District of Colum- 
bia and of the Supreme Court of the 
U.S. He has served with the Internal 
Revenue Service since 1920. 
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and the 


mately 18,000 cases awaiting trial. New 
petitions were being received by the 
Board of Tax Appeals at a faster rate 
than it could dispose of the cases. 

In that year the Special Advisory 
Committee was formed by the Com- 
missioner to enter into settlement nego- 
tiations with as many as possible of the 
taxpayers involved, looking toward the 
disposition of these cases without a trial. 
This Committee was the forerunner of 
the Appellate Division. 

In 1933 the name of the organiza- 
tion was changed to the Technical Staff 
and its activities were expanded. The 
result of its efforts demonstrated that it 
was serving a useful purpose in the 
disposition of docketed cases. At this 
time all, or practically all, settlement 
negotiations were conducted in Wash- 
ington, D. C. The attendant travel ex- 
penses incurred by taxpayers and their 
representatives, particularly those who 
lived at considerable distances from 
Washington, became a source of con- 
stant complaint. 

In 1938 


Staff was decentralized. 


the work of the Technical 
Hearings in 
Washington were discontinued and were 
of the 
Technical Staff, which were established 
The work of the Technical 
Staff was expanded to include not only 


conducted in the local offices 


at that time. 


cases in the docketed status, but cases 
in their preliminary status, that is, cases 
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The CPA Practitioner and the Appellate Division 


npon which statutory notices of de- 
ficiency had not been issued. 

In 1952 the name of the organization 
was changed to the Appellate Division 
and changes in procedural methods, re- 
view requirements, and settlement tech- 
niques were instituted to make it a more 
useful adjunct to the Service. The re- 
organizations of 1938 and 1952 enabled 
taxpayers to have their cases considered 
within reasonable proximity to the loca- 
tion of their homes, their records and 
other evidence, their accountants and 
attorneys, and their witnesses, should 
any be needed. 

The Appellate Division, as it exists 
today, is the result of thirty-one years 
of settlement experience in the tax field 
and it continues to operate in the in- 
terests of both the taxpayer and the 
Government. 


Functions of the 
Appellate Division 


As indicated hereinbefore, the Ap- 
pellate Division was designed to assist 
taxpayers and their representatives to 
dispose of controversial tax matters 
without a trial before the Tax Court and 
its principal function contemplates this 
field of endeavor. The settlement ne- 
gotiated with the Appellate Division is 
final and will not be reopened, in the 
absence of fraud, malfeasance, conceal- 
ment or misrepresentation of material 
fact, or a serious mistake in mathema- 
tical computation. 

The Appellate Division performs the 
final technical review for the Commis- 
sioner in all cases involving overpay- 
ments in excess of $100,000, which must 
be submitted to the Joint Committee on 
Internal Revenue Taxation for approval. 

It has authority, also, to consider and 
settle cases involving offers in com- 
promise filed by taxpayers who have 
unpaid taxes outstanding against them. 
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Settlement Powers 


The Commissioner of Internal Revenue 
is charged with the responsibility {or 
the assessment and collection of taxes 
and the determination of tax liability, 
but he is authorized to delegate his au. 
thority to others. The settlement av. 
thority of the Appellate Division is de. 
rived from a redelegation of authority 
to represent the Commissioner which 
was included in his order reorganizing 
the Internal Revenue Service in 1952. 


In the Commissioner’s Reorganiza- 
tion Order he directed that there be 
established in the office of each Regional 
Commissioner an Appellate Division, 
with offices in such places in their re. 
spective regions as they might desig. 
nate. The Regional Commissioners 
were given the authority to represent 
the Commissioner in all appellate mat- 
ters, with authority to redelegate to the 
Chiefs and Associate Chiefs full and 
final authority to represent the Com- 
missioner in nondocketed cases. To the 
Assistant Chiefs and Special Assistants 
to the Chiefs of the Regional Appellate 
Divisions were delegated full and final 
settlement authority in all nondocketed 
income, profits, estate, gift, and em 
ployment taxes, and certain types of ex- 
cise tax cases, in which the net de- 
ficiencies or overassessments proposed 
by the District Director do not exceed 
$50,000, and in which the basis of 
settlement does not involve an over- 
assessment in excess of that amount. 

On the basis of these redelegations 
of settlement authority, the Assistant 
Chiefs and Special Assistants to the 
Chiefs of the Appellate Divisions exer: 
cise authority to settle contested non 
docketed cases, without further review. 
if the amounts of deficiencies involved 
are not in excess of $50,000. All other 
nondocketed cases, generally, are within 
the powers conferred upon the Associate 
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Chiefs or the Chiefs of the Appellate Di- 
visions. Authority to dispose of un- 
settled nondocketed cases was not con- 
ferred upon the Assistant Chiefs and 
Special Assistants to the Chiefs and, 
therefore, this authority is exercised by 
the Associate Chiefs and Chiefs of the 
Appellate Division. 

In docketed cases, the settlement au- 
thority of the Appellate Division was 
made subject to concurrence by the 
Regional Counsel, except that on and 
after the opening date of the session, at 
which a case is calendared for trial, the 
conclusion of the Regional Counsel is 
controlling as to whether the case, in 
whole or in part, should be settled, con- 
ceded. or tried. 


Experience of the Appellate 
Division in Settling Cases 


Over ninety percent of the cases which 
come to the Appellate Division for con- 
sideration, could be taken to the Tax 
Court. 
fund, overassessments, and certain types 
of excise, and employment taxes make 
up the balance. Yet, of the cases which 
might be taken to the Tax Court, nine 
out of ten are settled in the Appellate 
Division at some stage of their proced- 
ural progress. 


Cases involving claims for re- 


In most of the cases considered, the 
issues involved were predominantly of 
a factual nature. In such cases there 
is, usually, a basis for a reasonable dif- 
ference of opinion and, therefore, a basis 
for a negotiated settlement. It is sur- 
prising, also, how many predominantly 
legal issues are susceptible to the settle- 
ment approach. 

Taxpayers, particularly business men 
and corporate executives, seem to con- 
sider it a distinct benefit to them to get 
their tax problems closed with finality. 
Not one of the cases closed by settle- 
ment in the Appellate Division has been 
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reopened on its initiative, in the absence 
of fraud, malfeasance, concealment or 
misrepresentation of material fact, or 
a serious mistake in mathematical com- 
putation. 

With a record such as this, it would 
seem that the Appellate Division is serv- 
ing a useful purpose and is making an 
important contribution to sound tax ad- 
ministration. 


Procedural Questions 
Withdrawal of Claims for Refund 


Not all of the questions presented to 
the Appellate Division for consideration 
involve questions of fact or questions 
of law. Some of them are more pro- 
cedural in character, such as requests 
for the withdrawal of timely-filed claims 
for refund. In the instances with which 
the writer is familiar, the requests were 
made in circumstances where the issues 
covered by the claims for refund were 
unsettled in the courts and the tax- 
payers were willing to effect a settlement 
of other issues in their cases in the Ap- 
pellate Division, if they were permitted 
to withdraw the claims and resubmit 
them for consideration after the courts 
had reached a conclusion. It was con- 
tended that such withdrawal would avoid 
the necessity, on the part of the tax- 
payer, to proceed in the courts at an 
earlier date than might otherwise be 
required if the claims were formally 
disallowed. 


The filing of a claim for refund puts 
into operation sections of the Internal 
Revenue Code, which, it is felt, cannot 
be terminated by the withdrawal of the 
claim. The statutory period of limita- 
tions is suspended for the allowance of 
an overpayment of taxes which can 
be terminated only by a positive action 
on the part of the Commissioner. He 
may allow the claim, in whole or in 
part, or he may disallow the claim. The 
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Internal Revenue Code does not pro- 
vide for any other disposition. While 
a taxpayer may not sue in the courts 
on a claim for refund until after six 
months following the filing of the claim 
without action thereon by the Commis- 
sioner, he is not required to do so until 
just prior to the expiration of two years 
following final action on the claim by 
the Commissioner. The longer the Com- 
missioner delays that final action, the 
longer the taxpayer’s right to proceed 
continues. 

An example of the effect of the with- 
drawal of claims for refund may be 
found in a recently published ruling of 
the Service. This procedural ruling 
(Rev. Proc. 57-23, IRB No. 1957-25, 
p. 37) involved claims for refund in cer- 
tain so-called “sick pay” cases. In cer- 
tain field offices of the Service, claims- 
withdrawal forms were designed which 
were executed by the taxpayers in re- 
sponse to suggestions from such offices. 
Other claims were disallowed by means 
other than by the issuance of registered 
notices of disallowance. In this ruling, 
the Service held that inasmuch as regis- 
tered notices of disallowances were not 
issued in these cases, claims in_ this 
category would be regarded by the Serv- 
ice as original claims and _ processed 
without regard to such prior disallow- 
withdrawal 


ance or request for the 


thereof. 

It would seem from this ruling that 
the signing of a claim-withdrawal form 
is an ineffective means of disposing of 
a claim. It remains a valid claim, if 
timely filed, until it is disallowed and a 
registered notice of disallowance is is- 
sued. 


The Rules of Practice of the Appel- 
late Division require that every claim 
for refund or credit must be acted upon 
and, except where allowance is made in 
full, a statutory notice of disallowance, 
generally, must be issued under the pro- 


716 


The CPA Practitioner and the Appellate Division 


visions of Section 3772 (a) (2) of the 
1939 Code or Section 6532(a)(1) of 


the 1954 Code. This is required be. 
cause of the finality attaching to Appel- 
late Division settlements. It is possible, 
however, to effect a settlement in the 
Appellate Division and still reserve the 
right to prosecute the claim alter its 
disallowance. 


Withdrawal of a 90-Day Letter 


Generally, a taxpayer is allowed a 30. 
day period within which to file a pro- 
test against a determination of addi- 
tional tax liability made in the District 
Director’s office. Sometimes this priv- 
ilege is not accorded because of the im- 
minence of the expiration of the statute 
of limitations, the taxpayer’s waiver of 
the privilege, or simply through inad- 
vertence or misunderstanding. Requests 
for the cancellation, withdrawal or re- 
scinding of a 90-day letter issued un- 
intentionally have been received in the 
Appellate Division so that the taxpayers 
may have the usual thirty days to file a 
protest and submit substantiating evi- 
dence. 

The granting of the 30-day period for 
protest is a procedural step adopted by 
the Commissioner to expedite the pro- 
cessing of tax returns. While the filing 
of a protest or the granting of a hear- 
ing in the Appellate Division are some- 
times referred to as the taxpayer’s ap- 
pellate rights, they are merely privileges 
extended by the Commissioner as dis- 
tinguished from rights granted by the 
Congress. If a 90-day letter is issued 
unintentionally, the Commissioner is 
bound by the same rules which govern 
him in the case in which a 90-day let- 
ter was intentionally issued. 

Neither of the Internal Revenue Codes 
makes any provision for the withdrawal 
or rescinding of a 90-day letter, once it 
is issued. The issuance of such a letter 
brings into existence certain obligations, 
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duties and limitations upon the tax- 
payer and the Commissioner which they 
cannot avoid, even by mutual consent. 

However, the Appellate Division pro- 
cedures provide a means by which a tax- 
payer may have his case considered 
during the 90-day period under certain 
circumstances which frequently avoid 
the necessity for filing a petition with 
the Tax Court. The circumstances in 
which these procedures are available 
include the following instances: 

1. The taxpayer tenders a proposal 
for settlement, which would have been 
accepted had it been made in the pre- 
90-day status. 

2. There is an emergency closing of 
an estate, liquidation of a corporation, 
or in meeting some other statutory dead- 
line not under the control of the tax- 
payer or the Internal Revenue Service. 


3. There is an obvious error in the 
90-day letter. 

1. The 90-day letter was issued be- 
cause of the imminent running of the 
statutory period of limitations. 


5. The taxpayer was not afforded the 
opportunity of having a conference be- 
fore the issuance of the 90-day letter. 


These circumstances are subject also 
to the further condition that there is 
sufficient time in the 90-day period ‘to 
properly consider the case. 


When consideration is given a case 
during the 90-day period, a hearing is 
granted to the taxpayer with the under- 
standing that the proceedings before the 
Appellate Division do not waive or ex- 
tend the period within which a petition 
for a redetermination of a deficiency 
may be filed with the Tax Court. 

Even though it may become necessary 
to file a petition with the Tax Court, 
the settlement negotiations in the Appel- 
late Division may continue uninter- 
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Referral of Legal Issue to the 
National Office 


The authority to represent the Com- 
missioner (and, therefore, to settle con- 
tested tax cases) was delegated by him 
to the nine Regional Commissioners 
with powers to redelegate this authority 
to the appropriate supervisory officials 
of the Appellate Division in such region. 
In these officials, who are the Chiefs, As- 
sociate Chiefs, Assistant Chiefs and Spe- 
cial Assistants to the Chiefs, rest the 
final authority and responsibility to 
represent the Commissioner in non- 
docketed cases, and, with the concur- 
rence of the Regional Counsel, in dock- 
eted cases. There is no provision for 
shifting this responsibility by the above 
officials to any person or persons in 


the National Office. 


On occasion, a tax practitioner may 
request that a purely legal issue involved 
in his case be referred to the National 
Office for consideration by the Chief 
Counsel and that he be given an op- 
portunity to present his views orally to 
the attorney to whom the case is as- 
signed. It is not the practice of the 
Appellate Division to refer legal issues 
to the National Office for consideration, 
principally because of its own responsi- 
bility for resolving them. It may, on 
its own initiative, ask for and receive 
legal advice on a question of law, but it 
does so, as any tax practitioner might 
do, by consulting its legal counsel. 


Each region has a Regional Counsel 
whose duties include the giving of legal 
advice to the Chief of the Appellate Di- 
vision of his region. If it is deemed 
necessary to secure legal assistance in 
a particular case, the Chief of the Ap- 
pellate Division may request advice 
from the Regional Counsel in his re- 
gion, which he may use to assist him 
in reaching a conclusion in the case. If 
the Regional Counsel desires the as- 
sistance of the Chief Counsel in the Na- 
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tional Office, he may refer a question 
to that office for consideration and com- 
municate the advice, thus received, to 
the Chief of the Appellate Division in 
his region. 


These procedures do not contemplate 
that the tax practitioner will be present 
at the time of the consideration of the 
legal issue by either the Regional Coun- 
sel’s office or the Chief Counsel’s office. 


New Issues Raised by the 
Appellate Division 


A new or affirmative issue is one con- 
sidered to a conclusion in the Appellate 
Division and reflected in the tax result, 
which was not previously considered or, 
if considered, was not in contest when 
the case reached the Appellate Division. 

It is the policy of the Appellate Di- 
vision to consider each case in its en- 
tirety and to make all adjustments neces- 
sary for the determination of the correct 
tax liability. This is due, in part, to the 
finality attaching to Appellate Division 
settlements. In a very limited number 
of cases, new or affirmative issues are 
raised by the Appellate Division. 

Such issues are not raised arbitrarily 
or frivolously, or merely for trading 
purposes, and are not raised at all un- 
less they have real merit. The Appel- 
late Division does not hesitate to raise 
new or affirmative issues if there is real 
merit in a position which should be as- 
serted on behalf of the Government. 
There are situations in which a deter- 
mination of the correct tax liability re- 
quires inquiry relative to matters not 
previously raised. Some instances in 
which such action is taken include 
changes in Internal Revenue Service 
policies, definite error or omission in a 
prior action, newly discovered facts and 
evidence, and requested adjustments 
which require offsetting or compensat- 
ing adjustments at other points. 
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Overassessments Over $100,000 
—Additional Difficulties for 
Processing 


Provision was made in the Code for 
the review, by the Joint Committee on 
Internal Revenue Taxation, of most 
cases in which an overpayment of tax 
in excess of $100,000 is determined. 

These large overpayments may result 
from a redetermination by the Appel- 
late Division of a deficiency proposed 
by the District Director’s office, or may 
result from adjustments made in that 
office. The Appellate Division performs 
the initial review of large overpayment 
cases received from the District Diree- 
tors’ offices and is charged with the re- 
sponsibility of seeing that the file is 
properly documented and _ that the 
amount of the overpayment determined 
is correct. Overpayments thus deter- 
mined, whether or not the amounts de- 
termined are agreed to by the taxpayer, 
must receive the approval of the Re. 
gional Counsel and of the Joint Com- 
mittee. 

The processing of these cases involves 
more than the mere consideration of 
the issues which produced the overpay- 
ment. The Appellate Division’s review 
must encompass every item on the re- 
turn and a memorandum must be pre: 
pared showing the correctness or 
incorrectness of the result with respect 
to the entire case. It is not infrequent 
that this review results in the raising 
of new issues—some which flow as a 
natural consequence from the adjust: 
ments which produced the overpayment, 
and others which require examination 
and consideration. Thus, the review in 
the Appellate Division is a rather in- 
tensive one and the report to the Joint 
Committee must provide a satisfactory 
explanation of every contested as well 
as uncontested item on the return. 

The difficulties encountered in_pro- 
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cessing these cases, aside from the com- 
plexity of the issues which are usually 
involved, arise principally from the need 
for adequate information. Considerable 
time frequently is required because of 
the necessity for developing the record 
to the point where it will show clearly 
that the overpayment determined is ac- 
tually due. Much of the delay encoun- 
tered in processing these cases could be 
avoided if we may have the understand- 
ing and sympathetic cooperation of the 
tax practitioners and their clients. 


Appellate Division Relations with 
Taxpayers and Their 
Representatives 

While the Appellate Division is re- 
ferred to as the settlement body of the 
Internal Revenue Service, it must not 
be assumed that because of this fact all 
cases presented to it will be settled. Not 
all differences of opinion are resolved 
over the conference table. However. 
neither the taxpayer nor his representa- 
tive need have any fear that the Tech- 
nical Advisor considering his case will 
seek to sustain the asserted deficiency 
in tax at all costs. He is bound by long- 
established policy and practice to main- 
tain a judicial attitude at all times as 
to all matters considered by him. He 
must enter into every conference with 
an open mind and, without bias or pre- 
judice, hear all matters of fact, law and 
argument, submitted by or on behalf of 
the taxpayer, and he must make his 
decision upon the facts and conclusions 
of law, irrespective of tax consequences, 
and without regard to factors extraneous 
to the case record. 

The Technical Advisors in the Appel- 
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late Division, for the most part, have 
had many years of service in Federal 
tax work. All of them are highly trained 
in accounting, or law, or both. They can 
be expected to meet with tax practi- 
tioners on equal terms in almost any 
discourse of a tax question. 

Each Technical Advisor has, at all 
times, a large docket of cases, most of 
which are under active consideration. 
The orderly administration of his work 
requires that it be kept moving toward 
completion. The statute of limitations 
and calendar dates are deadlines which 
he must meet. He endeavors to regulate 
his work accordingly. To accomplish 
his task he will need the practitioner's 
cooperation. There are many seemingly 
simple things which can be done to 
assist him. Be punctual in keeping ap- 
pointments with him. Try to avoid the 
postponement of conferences as much as 
possible. If a period of time has been 
agreed upon for the filing of additional 
data or briefs, endeavor to avoid delays 
in complying. 

These may sound like minor details, 
but all contribute to delay, and undue 
delay may result in there being insufli- 
cient time within which to give ade- 
quate consideration to a case. This may 
result, also, in the trial of a case which 
otherwise might have been settled. It is 
the wish of the Appellate Division to be 
of service to the practitioners who ap- 
pear before it. If there is such a thing 
as a “secret to success” in practice be- 
fore the Appellate Division, it could lie 
in a continuing spirit of understanding 
and friendly and sympathetic coopera- 
tion in the CPA practitioner’s efforts to 
secure a sound and lawful disposition of 
his clients’ cases. 
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Declining-Balance Depreciation 


Issued July 1958 as Accounting Research Bulletin No. 44 
(Revised) by the Committee on Accounting Procedure, Ameri- 
can Institute of Certified Public Accountants. 


1. The declining-balance method of 
estimating periodic depreciation has a 
long history of use in England and in 
other countries including, to a limited 
extent, the United States. Interest in this 
method has been increased by its spe- 
cific recognition for income-tax pur- 
poses in the Internal Revenue Code of 
1954. 

2. The declining-balance method is one 
of those which meets the requirements 
of being “systematic and rational.” ! 
In those cases where the expected pro- 
ductivity or revenue-earning power of 
the asset is relatively greater during the 
earlier years of its life, or where main- 
tenance charges tend to increase during 
the later years, the declining-balance 
method may well provide the most satis- 
factory allocation of cost. The conclu- 
sions of this bulletin also apply to other 
the “sum-of-the- 
produce 


methods, including 
years-digits” method, 
substantially similar results. 


which 


3. When a change to the declining- 
balance method is made for general 
accounting purposes, and depreciation 
is a significant factor in the determina- 
tion of net income, the change in 
method, including the effect thereof, 
should be disclosed in the year in which 
the change is made. 

4. There may be situations in wh'ch 
the declining-balance method is adopted 
for income-tax purposes but other ap- 
propriate methods are used for financial 





1 Accounting Terminology Bulletin No. 1, 
par. 56. 
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accounting purposes. In such cases, ac: 
counting recognition should be given to 
deferred income taxes if the amounts 
thereof are material, except in those 
rare such as are mentioned in 
paragraph 8, where there are special cir- 
cumstances which may make such pro- 
The foregoing 


cases, 


cedure inappropriate. 
provision as to accounting recognition 
of deferred income taxes applies to a 
single asset, or to a group of assets 
which are expected to be retired from 
service at about the same time: in this 
case an excess of depreciation taken for 
income-tax purposes during the earlier 
years would be followed by the oppo- 
site condition in later years, and there 
would be a tax deferment for a definite 
It applies also to a group of 
units 


period. 
assets consisting of 
which may be of differing lengths of life 
and which are expected to be continu 
ally replaced; in this case an excess of 
depreciation taken for income-tax pur- 
poses during the earlier years would be 
followed in later years by substantial 
equality between the annual deprecia- 
tion for income-tax purposes and that 
for accounting purposes, and a tax de- 
ferment would be built up during the 
earlier years which would tend to re 
main relatively constant thereafter. It 
applies further to a gradually expanding 
plant; in this case an excess of deprecia- 
tion taken for income-tax purposes may 
exist each year during the period of 
expansion in which event there would 
be a tax deferment which mighi increase 
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Olivetti Audit 302 isa completely 
automatic high-speed bookkeep 
ing machine, with electric type 
writer, dual-registers, instanta 





neous shift to any of 4 accounting 
programs, automatic detectio 

of old balance pick-up errors. At 
all times it will either post o 
type, without the need to pré 

set any control. When the front 
feed is open, to permit insertion 
of a form, it automatically closes 
when posting or typing starts 

The Audit 302 also functions as 
a high-speed duplex adding 
machine. 














Even small firms, with as few as 2 em- 
ployees, save money with an Olivetti 
Audit bookkeeping machine. The 
Audit’s simplicity of operation, high 
speed, and many automatic features 
reduce man-hours of work, cut book- 
keeping costs. 


Other benefits (besides saving money) 
are equally important. For example, 
when Accounts Receivable are handled 
by an Olivetti Audit: (a) Statements 
go out on time, reducing receivables 
outstanding. (b) Every customer’s bal- 
ance is always up-to-date. (c) Credit 
limits and terms can be closely con- 
trolled. (d) Total sales to each customer 
are always available. (e) The daily record 
of collections is always available. (f) 
Month-end peak loads, to prove and 
balance accounts, are eliminated. 


Cost is negligible, less than $1 per day, 
to buy an Olivetti Audit—a pittance 
compared with a typical bookkeeping 
payroll today. 


Immediate returns result from man- 
hours saved by the Olivetti Audit; cost 
savings show up in the very first oper- 
ating statement after installation of an 
Olivetti Audit. 


Change-over is simple. Present employ- 
ees, without machine experience, can 
operate an Olivetti Audit after an hour’s 
instruction. 


Find out at no risk or expense or obliga- 
tion how many dollars a week your 
firm can save, with an Olivetti Audit. 
We'll be happy to study your book- 
keeping set-up, then demonstrate what 
we can do. See the evidence, then make 
your decision. 


Phone or write Accounting Machine 
Division, Olivetti Sales Corporation, 
584 Fifth Avenue, New York 36, N.Y., 
JUdson 2-4600. 


Now small firms, too, 
can save money 


Additional advantages 


Low cost 


Quick returns 


Easy change-over 


See the savings 


Ask us 
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Declining-Balance Depreciation 


as long as the period of expansion con- 
tinued. 

5. Where it may reasonably be pre- 
sumed that the accumulative difference 
between taxable income and _ financial 
income will continue for a long or in- 
definite period, it is alternatively appro- 
priate, instead of crediting a deferred 
tax account, to recognize the related tax 
effect as additional amortization or de- 
preciation applicable to such assets in 
recognition of the loss of future deducti- 
bility for income-tax purposes. 


Discussion 
6. Following the passage of the In- 


ternal Revenue Act of 1954 in August 
of that year, permitting the use of 


declining-balance and similar acceler- 
ated depreciation methods for federal 
income-tax purposes, the committee 
anticipated that many companies would 
be considering whether such methods 
should be adopted for general account- 
ing purposes. In October of that year, 
Accounting Research Bulletin No. 44 


was issued in which the committee 
stated that such accelerated methods 


‘ 


met the requirement of being 
matic and rational.” The committee also 
stated that when such 
adopted for general accounting pur- 
poses, appropriate the 
change should be made whenever de- 
preciation was a s‘gnificant factor in the 
determination of net income. 


‘syste- 


methods were 


disclosure of 


7. Since the issuance of Accounting 
Research Bulletin No. 44, the committee 
has been observing and studying cases 
involving the application of the bulletin. 
Studies of published reports and other 
source have indicated that, 
where material amounts are involved, 
recognition of deferred income taxes in 


material 


the general accounts is needed to obtain 
an equitable matching of costs and rev- 
enues and to avoid income distortion, 
even in those cases in which the pay- 
ment of taxes is deferred for a relatively 
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long period. This conclusion is borne 
out by the committee’s studies which 
indicate that where accelerated depre- 
ciation methods are used for income-tax 
purposes only, most companies do give 
recognition to the resultant deferment of 
income taxes or, alternatively, recognize 
the loss of future deductibility for in- 
come-tax purposes of the cost of fixed 
assets by an appropriate credit to an 
accumulated amortization or deprecia- 
tion account applicable to such assets. 

8. Many regulatory authorities per- 
mit recognition of deferred income taxes 
for accounting and/or rate-making pur- 
poses, whereas some do not. The com- 
mittee believes that they should permit 
the recognition of deferred income taxes 
for both purposes. However, where 
charges for deferred income taxes are 
not allowed for rate-making purpos?s, 
accounting recognition need not be given 
to the deferment of taxes if it may rea- 
sonably be expected that increased fu- 
ture income taxes, resulting from the 
earlier deduction of declining-balance 
depreciation for income-tax purposes 
only, will be allowed in future rate de- 
terminations. 

9. In those rare situations in which 
accounting for deferred income taxes is 
not appropriate, full disclosure should 
be made of the amount of deferred in- 
come taxes arising out of the difference 
between the financial statements and the 
tax returns when the declining-balance 
method is adopted for income-tax pur- 
poses but other appropriate methods are 
used for financial accounting purposes. 

10. The committee believes that, in 
applying the provisions of this bulletin 
to cases where there was no accounting 
recognition of deferred income taxes for 
the years since 1953, the entries made 
for periods subsequent to the issuance 
of this bulletin should be based upon 
all assets acquired after 1953 as to which 
the declining-balance method has heen 
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elected for tax purposes. As is indicated 
in the “Notes” to each Accounting Re- 
search Bulletin, opinions of the com- 
mittee are not intended to be retroactive 
unless they contain a statement of such 
intention. If a retroactive adjustment is 
made for prior periods, the adjustment 
may be made in a lump sum, or the de- 
ficiency may be systematically accumu- 
lated over a reasonable future period of 
time. 

The statement entitled “Declining- 

balance Depreciation” (July 1958) 

was adopted unanimously by the 

twenty-one members of the commit- 
tee, of whom five, Messrs. Burns, 

Graham, Halvorson, Jennings, and 

Powell, assented with qualification. 

Mr. Burns objects to the exceptions 
mentioned in paragraph 4 and discussed 
in paragraphs 8 and 9. He believes that 
accounting principles apply equally to 
all companies operated for profit and 
that the exceptions referred to are 
wholly inconsistent with the basic princi- 
ples stated in paragraph 4; further, that 
the last sentence of paragraph 8 is based 
upon an untenable concept, namely, that 
accounting resulting from the applica- 
tion of an accounting rule prescribed by 
a regulatory commission may properly 
be approved by public accountants not- 
withstanding the fact that the rule is 
clearly contrary to generally accepted 
accounting principles. 

Mr. Graham objects to the exceptions 
mentioned in the second sentence of 
paragraph 4 and discussed in the last 
sentence of paragraph 8 and in para- 
graph 9. He believes that accepted ac- 
counting principles should be applied 
uniformly to all corporations, includ- 
ing regulated companies. He does not 
believe that rate-making rules which are 
in conflict with these accepted princi- 
ples constitute a sound basis for sanc- 
tioning a departure from these princi- 
ples in financial reporting. Furthermore, 
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he disagrees with the validity of the 
assumption which, by implication, forms 
the basis for this exception; he does not 
believe that public utility rates will al. 
ways be adjusted automatically to com. 
pensate fully, or even substantially, for 
increases in future income taxes; he 
believes. that this assumption is not in 
accord with the known realities of rate 
regulation and is not, therefore, a proper 
basis for the anticipation of future 
revenues. 

Mr. Halvorson dissents from the ree- 
ommendations of paragraph 4 because 
he believes its requirements for account- 
ing recognition of deferred income taxes 
should be limited to a requirement for 
compliance with the recommendations 
of chapter 10(b) of Accounting Re- 
search Bulletin No. 43; he believes that 
paragraph 4 is effectively a revision of 
chapter 10(b) and that it is improper 
thus to make a substantive change in 
the committee’s existing recommenda- 
tions for tax allocation in the guise of a 
revision of a bulletin on depreciation. 

Messrs. Jennings and Powell dissent 
from the conclusion (expressed in para- 
graph 4 and implied in the related dis- 
cussion) that where ihe deelining- 
balance method is adopted for income- 
tax purposes but other appropriate 
methods are used for financial account- 
ing purposes, there should be accounting 
recognition of deferred income taxes, 
except for certain rare cases. They be- 
lieve this calls for more extensive allo- 
cation of income taxes among periods 
of time than is necessary or desirable, 
especially where the situation is such that 
the so-called tax deferment is in effect 
a permanent tax reduction. Further, 
they object to the use of a bulletin on 
depreciation incidentally as a vehicle for 
making an important change in the com- 
mittee’s views, as set forth in previous 
bulletins, on accounting for income 
taxes. 
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Exempt Organizations 


By Perer ELpeR, CPA 


In recent months the Internal Revenue Service has indicated 
renewed interest in exempt organizations. This article reviews 
the statute, final regulations, rulings, and the traps and pit- 
falls in obtaining and keeping exempt status. 


In January 1956 the Commissioner of 
Internal Revenue issued the proposed 
regulations for Sections 501 to 526, 
inclusive, of the 1954 Internal Revenue 
Code. These sections cover the entire 
area of exempt organizations in that 
they describe the organizations to whom 
exempt status may be granted, the re- 
quirements and tests to be satisfied in 
order to obtain such status as well as 
situations under which such status may 
be denied or revoked. It was not until 
July 1958, approximately two and one- 
half years after the proposed regula- 
tions were issued, that the regulations 
were adopted for all organizations other 
than those listed in Sections 501(c) (3) 
and (4). This delay clearly indicates 
that the Internal Revenue Service has 
taken a “long second look” at various 
exempt organizations and, since some 
regulations are yet to be adopted, it 
appears the Service is continuing to 
“look” at Sections 501(c) (3) and (4) 
organizations. Perhaps the question- 
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naire that some exempt organizations 
will be receiving, if they have not al- 
ready received it, will explain to some 
extent the delay in the adoption of 
these regulations. It is the writer’s 
opinion, based upon his own experience, 
that because the second look is being 
taken by the Service the tax practitioner 
had better take that second look “first.” 

The purpose of this article is to out- 
line some of the more important pro- 
visions of the 1954 Internal Revenue 
Code, the regulations (final and _pro- 
posed), pertinent revenue rulings and 
cases which apply to certain exempt or- 
ganizations, and their more common 
problems. It is not intended that this 
article be all-inclusive in its development 
of the subject. There are various traps 
into which an exempt organization may 
fall if it proceeds without caution, such 
as engaging in prohibited transactions, 
entering into an unrelated business, or 
earning rental income from business 
leases. Careful tax planning will avoid 
these pitfalls and can prevent denial or 
revocation of an exemption. Avoidance 
of these pitfalls should be the most 
important goal when advising an ex- 
empt organization concerning proposed 
transactions. 
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Exempt Organizations 


Obtaining Exempt Status 


The regulations inform us that Section 
501(a) provides an exemption from in- 
come taxes for organizations described 
in Section 501 (c) or (d) and Section 
401(a) so long as the organization is 
not considered a feeder organization 
and does not engage in prohibited trans- 
actions. We are also warned that to 
the extent the organization has unre- 
lated business income the exemption 
will not apply.t| The Commissioner 
further states, in very plain language, 
that he, and not the organization itself, 
will make the determination as_ to 
whether an organization is exempt from 
income tax. In other words, the mere 
fact that an organization has not been 
organized for profit does not alone in- 
sure an exempt status.” Various forms 
are available on which to apply for 
exemption depending on what subsection 
of Section 501(c) (3) or Section 501 
(d) the organization would come with- 
in.’ The forms themselves direct that 
they “be filed with the District Direc- 
tor of Internal Revenue for your dis- 
trict.” Thus, the application for exemp- 
tion ought to be filed with the District 
Director in the district in which the 
principal office of the organization is 
located. The should be 
completed with the utmost care since it, 
together with other documents which 
must be filed at the same time,* will 
serve as a basis of either obtaining ex- 
empt status or having such status de- 
nied. As a matter of fact. care should 
be exercised by counsel in preparing 
the charter or articles of incorporation, 
because if such document contains 
powers contrary to the provisions of 
Section 501, it might very well be the 
determining factor in having the re- 
quest for exemption denied.*® Since a 


application 


statement of receipts and expenditures 
and a statement of assets and liabilities 
are required for and at the last complete 
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year, the application should not be filed 
until the organization has completed a 
least one full year of operations. Mer 
existence for a year will not suffice— 
the organization must be actively oper. 
ated and have demonstrated its bona 
fide purpose. 

The. various application forms, as 
well as the regulations, advise that the 
filing of such application does not ex. 
cuse the filing of income tax returns re. 
quired under other sections of the 1954 
Code. This requirement is reasonable 
in view of the fact that the District 
Director is not authorized to make a 
determination until the organization has 
been actively engaged in the purpose for 
which it was organized for at least one 
complete year. Therefore, do not neg: 
lect to file Form 1120 or whatever other 
form is required, merely because it is 
intended to request an exemption. If 
the request is subsequently denied, it 
would appear that penalties could be 
assessed for delinquent filing of the 
necessary returns. If the facts indicate 
that a tax is due and payable upon the 
filing of the usual income tax returns, 
then the preferable procedure would be 
to obtain extensions of time for filing 
such returns and paying the tax.® 

One requirement applicable to almost 
all of the exempt organizations listed in 
the statute is that no part of the net 
earnings of the organization inure to 
the benefit of any private shareholder 
or individual." This is a very dangerous 
area and one should be on constant 
euard to insure strict compliance with 
this requirement. “Private” has been 
defined as referring to a stockholder or 
individual in his private capacity as 
distinguished from his public capacity 
as one of the public or a representative 
of the public. It is not limited to a 
private stockholder as _ distinguished 
from a_ stockholder who is also an 
officer or employee of the company. 
A corporation conducting an educa- 
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Exempt Organizations 


tional institution, all of whose stock- 
holders are directors in the company, 
and which pays annual dividends to its 
stockholders with the remaining income 
be'ng invested in grounds, buildings and 
equipment needed in the business, can- 
not claim exemption on the basis that 
the stockholders are not private stock- 
A corporation has been held 
10 However, 


holders.” 
to be a private shareholder 
it has been held that an exemption is 
allowed an educational institution where 
the net earnings do not inure to the 
benefit of taxpayer’s principal stock- 
holder and the possibility of distribu- 
tion of assets to stockholders upon dis- 
solution is too remote.’! A recent rul- 
ing indicated that exemption was _ re- 
fused a corporation organized for the 
purpose of promoting and conducting 
home shows where the show cons’sted 
of exhibitors’ booths which were rented 
to manufacturing, mercantile and build- 
ing supply organizations, even though 
its net earnings inured to the benefit of 
a county recreational board in the form 
of rent for the use of the show 
12 


ises. 


prem- 


In a more recent ruling. the Commis- 
sioner denied exemption to an organ- 
ization which operated a trade show as 
its sole or principal activity primarily 
for the purpose of rendering particular 
services to individual persons.'* In this 
ruling it was stated, “in conducting the 
show. it provides direct advertising and 
publicity distributors, 
eliminates substantial travel on the part 
of such distributors, and provides. pri- 
marily, selling opportunities for them, 
as well as opportunities for retailers to 
see all types of the merchandise in ques- 
tion under one roof.” Based on such 
facts, exemption was denied under See- 
tion 501(c) (6) of the 1954 Code. It 
should be noted that the denial was 
limited to the facts as submitted to the 
further stated 
that if a request for exemption is sub- 
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campaigns for 


Commissioner. It was 


mitted where the facts would indicate 
that the public was invited to the shows 
and no merchandise sold at the show, 
qualification for exemption is not to be 
implied, and consideration would be 
given to the extent, if any, to which the 
organization is promoting the interests 
of individuals from the standpoint of 
its over-all activities. Thus, it can be 
seen from these recent rulings that the 
Commissioner is not “closing one eye” 
in granting exemptions. 


Problems Affecting Some Section 
501(c) Organizations 


Tithe-Helding Companies 


Corporations organized for the ex- 
clusive purpose of holding title to prop- 
erty. collecting income therefrom and 
turning over the entire amount thereof, 
less expenses, to an organization which 
itself is exempt under this section, are 
included in the list of exempt organ- 
izations.'4* This provision of the law is 
substantially the same as existed under 
the 1939 Code.'® It is a reasonable 
provision and was intended to operate 
where an organization exempt, for ex- 
ample, under Section 501(c) (6), owned 
a building and created a corporation 
for the purpose of holding title to such 
property. It is not intended to permit 
an exempt organization to create a title- 
holding corporation and have such cor- 
poration realize rental income from out- 
side sources, without running afoul of 
Section 514 of the Code dealing with 
business leases. An important change 
between the 1951 and 1939 Codes is the 
definition of a business lease. Under the 
1939 Code, a lease was a business lease 
if it was for a term of more than five 
years; in computing such term an option 
for renewal or extension was included 
in determining the five-year period. In 
addition, the term of any lease made 
pursuant to an exercise of such option 
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included the period during which the 
prior lease was in effect.1° The 1954 
Code broadened the above definition, 
so that now a lease is treated as con- 
tinuing for more than five years where 
the property has been occupied by the 
same lessee for a total period of more 
than five years (commencing not earlier 
than the date of acquisition of the prop- 
erty by the tax-exempt organization or 
trust) whether the occupancy is under 
one or more leases, renewals or con- 
tinuations. This provision, however, 
shall apply only in the sixth and suc- 
ceeding years of the occupancy.’* Thus, 
it is no longer possible to avoid being 
taxed on business lease rents (assuming 
the organization comes within the other 
provisions of Section 514) by merely 
avoiding the use of renewal options in a 
lease. Liability can arise even where 
there is a statutory tenant. Coupled 
with the five-year lease requirement is 
the necessity that the lessor also have 
business lease indebtedness at the close 
of its year. If it is possible to show 
that all leases are entered into primarily 
for the purposes which are substantially 
related to the performance by the organ- 
ization of the purpose for which it was 
granted exemption, then such leases 
will not be considered to be business 
leases.'* It would be very difficult to 
show that the rental of street shops, as- 
suming such shops are used by the 
lessees to sell women’s clothes, are sub- 
stantially related to the purpose for 
which the corporation was organized. 
Since the statute requires that entire 
net income be paid over to the parent 
exempt organization, it is quite clear 
there can be no accumulation of income 
by the title-holding company. To avoid 
tax liability, this section necessitates 
careful review of the source of rental 
income of title-holding corporations 
where business lease indebtedness exists. 
However, it should be noted that a title- 
holding company will not lose its ex- 
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emption merely because of its taxable 
rent income. 


Religious, Charitable, Scientific, etc., 

Organizations 

Section 501(c)(3) is substantially 
the same as Section 101(6) of the 1939 
Code except that it added organizations 
formed for the purpose of testing con: 
sumer products for public safety. An 
additional limitation is that an organiza. 
tion cannot participate in or intervene 
in (including the publishing or distri. 
buting of statements) any political cam. 
paign on behalf of any candidate for 
public office. The proposed regulations 
are rather specific concerning political 
activities.’® An interesting excerpt may 
be found in most tax services concern 
ing a discussion of the problem of edu- 
cation v. propaganda to influence leg. 
islation as set forth by Norman A. 
Sugarman, as Assistant Commissioner 
of Internal Revenue, in a statement sub- 
mitted by him in June 1954 to the Spe- 
cial Committee of the House of Repre- 
sentatives to Investigate Foundations 
and Other Organizations. 

Certain organizations under Section 
501(c) (3) clearly come within the limi- 
tations as prescribed in Sections 503 
and 504 of the 1954 Code. Section 
503(c) sets forth certain prohibited 
transactions so there is no need to re- 
peat them in this article. It should be 
noted that organizations which acquired 
debentures of their creator corporations 
have received an additional extension 
of time in which to dispose of such 
debentures.2° If an organization, sub- 
ject to Section 503(c) does engage in 
one of these transactions, it can serve 
as a basis of revocation of its exemption 
by the Commissioner of Internal Reve- 
nue. This is another section which 
warrants careful study by the practi: 
tioner. 

Section 504, dealing with denial of 
exemption, applies to the same organ 
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izations listed in Section 501(c) (3) as 
does Section 503 referred to above. 
Thus, it is clearly stated that there can 
be no unreasonable accumulation of in- 
come; neither may the funds be used 
to a substantial degree for functions 
other than those which served as basis 
for exemption, nor may the funds be 
used in such a manner as to place in 
danger the carrying out of the purpose 
for which the exemption was granted.*! 
Further elucidation on these items may 
be found in the proposed regulations.*" 
The Commissioner has ruled that ex- 
emption will not be denied to an organ- 
ization because of the accumulation of 
its capital gains income and a certain 
minor part of its annual dividend and 
interest income for a period of ten 
years, or less, until past invasions of 
income-producing corpus have been re- 
stored, where corpus had been distri- 
buted to charitable and educational in- 
stitutions, provided the remaining in- 
come is distributed or earmarked for 
tax-exempt purposes.** This ruling cer- 
tainly seems to indicate a reasonable at- 
titude on the part of the Internal Reve- 
nue Service. It should be noted that 
only certain organizations exempt under 
Subsection 501(c)(3) are subject to 
the provisions of Sections 503 and 504 
of the Code. These 
apply to organizations exempl under 
other subsections of 501(c). If an or- 
ganization should lose its exempt status 
because of violating Sections 503 or 504 
it may always reapply for exemption.”4 
Remember, the regulations have not yet 
been adopted for organizations listed in 
Section 501 (c) (3). 


sections do not 


Labor Unions 


In a very recent ruling the Internal 
Revenue Service has warned labor 
unions that payment of death, sick, ac- 
cident and other benefits to individual 
members of a union will cause a with- 
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drawal of the union’s exempt status. 
The basis of the ruling was that payment 
of such benefits would be for the im- 
provement of economic conditions of 


individual members rather than the 
members as a group. It was also stated 
that payment of strike benefits would 
have no effect on the exempt status 
since such payments would be necessary 
to permit the union to effectively carry 
out its purposes. There are no serious 
complications in connection with the 
ruling since it advises that Section 
501 (c)(9) permits exemption of em- 
ployee beneficiary associations formed 
for the purpose of paying certain bene- 
fits to members, and the formation of a 
separate trust or other types of entity 
to execute this purpose is recom- 
mended.*> 


Business Leagues, ete. 


Business leagues, chambers of com- 
merce, real estate boards and boards of 
trade are exempt on the basis that they 
are associations of persons having some 
common business interest, the purpose 
of which is to promote such common 
interest and that they do not engage in 
a regular business of a kind ordinarily 
carried on for profit.2° Of course, no 
part of the net earnings may inure to 
the benefit of any private shareholder 
or individual.** This section would ap- 
pear to provide exempt status for most 
of the professional associations. It 
should be noted that the Commissioner 
draws a very fine line in determining 
whether individuals are benefiting from 
the activities of the organization. In 
one situation, an organization which 
was formed to promote the business of 
a particular industry and to carry out 
its purposes primarily by conducting a 
general advertising campaign to en- 
courage the use of products and services 
of the industry as a whole, was granted 
exemption as a business league, not- 
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withstanding the fact that such adver- 
tising to a minor extent constituted the 
performance of services for its mem- 
bers.“ 
a slight variation in facts, exemption 
was denied. Here the organization 
operated primarily for the purpose of 
promoting, selling and handling the 


In another situation, with only 


national advertising in its members’ 
publications, was considered engaged in 
the performance of particular services 
for individual members, as distinguished 
from activities for the improvement of 
the business conditions of its members 
as a whole.” Thus, it can be seen from 
the above rulings, the Commissioner 
does not intend to allow circumvention 
of the tax law for the special benefit of 
a particular group in any one industry. 
If the industry as a whole will benefit 
from the activities of the organization, 
it appears that exemption will be 
eranted; otherwise it will not. 

Even though an _ organization is 
eranted exemption under Section 
S01 (c) (6), Sections 511 to 515, inclu- 
sive, are applicable in reference to un- 
related business income of such organ- 
ization. 


Social Clubs 


Where such an organization is sup- 
ported by membership fees. dues, and 
assessments, with no part of net earn- 
ings inuring to the benefit of any private 
shareholder. exemption will be granted.*° 
The problem of unrelated business in- 
come is not present here because if the 
organization is a profit-making organ- 
ization the exemption would be denied. 
This classification would include al- 
most all recreational and social clubs. 
Section 501(c)(7) would appear to 
grant exemption to a_ political party 
club which promotes the principles and 
interests of such party, whose income is 
from dues and donations, and where 
such income is used to defray expenses 
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necessary to the operation and upkeep 
of its rooms, as long as no part of in. 
come inures to the benefit of any mem. 
bers.*! This subsection has caused the 
automobile clubs much concern. the 
latest unfavorable decision involving 
the Automobile Club of Michigan jn 
which the Commissioner’s power to 
make a retroactive ruling revoking an 
exemption was upheld by the Supreme 
Court of the United States.*? The Com. 
missioner has stated that a social club 
will not be denied exemption merely 
because it derives its principal income 
from the operation of a bar or restaur- 
ant provided, among other things. that 
only members and their guests are per- 
mitted the use of the club’s facilities. 
Reg. 1.501(c)-(7)-1(b) warns us that 
solicitation for public use of its facilities 
is prima facie evidence that the club is 
engaging in business and is not operated 
exclusively for pleasure, recreation or 
social purposes. As a general rule, in- 
come-producing activities must be inci- 
dental to the social or recreational pur- 
pose to either obtain or retain exemp- 
tion. If these activities cease being in- 
cidental to the recreational purpose and 
take on aspects of an operation for 
profit the exemption may be evoked. 


Feeder Organizations 


Very little need be said concerning 
feeder organizations. The 1954 Code 
continues the rule that an organization 
operated primarily for the purpose of 
carrying on a trade or business for 
profit will not be exempt merely because 
it pays its profits to an organization ex- 
empt from taxation under Section 501. 
This section of the Code specifically 
excludes rental by an organization of 
its real property from the term “trade 
or business” (but see Section 514).¥ 
The Service has ruled that a corporation 
organized and operated for the primary 
purpose of operating and maintaining 
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Exempt Organizations 


a purchasing agency for the benefit of 
its otherwise unrelated members, who 
are exempt from federal income tax as 
charitable organizations, is engaged in 
business activities which would be un- 
related activities if carried on by any 
one of the tax-exempt organizations 
served and such corporation is not en- 
titled to exemption.®» Here again is an 
example of the careful scrutiny made 
by the Internal Revenue Service prior 
to granting exemption. 


Unrelated Income 


Not all organizations exempt from 
tax are subject to tax on unrelated bus- 
iness income. The statute specifically 
states that only organizations exempt 
under Subsection 501 (c) (2) (3) (5) and 
(6) are subject to tax on such income. 
There is an exception for 501(c) (3) 
organizations in that churches and a 
convention or association of churches 
are exempt. However, notwithstanding 
the exception, if income of a title-hold- 
ing corporation is payable to an organ- 
ization listed in the exception, such un- 
related business income is subject to 
tax.*® The statute (Section 511(a) (2) 
(B)) also subjects to tax the unrelated 
business income in the case of any col- 
lege or university which is an agency ore 
instrumentality of any government or 
any political subdivision thereof, or 
which is owned or operated by a govern- 
ment or political subdivision thereof. 
Further, the tax applies where one or 
more colleges or universities wholly own 
a corporation.** The rates of tax are 
the same as those applicable to corpo- 
rations not exempt from tax.** The reg- 
ulations require unrelated business in- 
come to be reported by the filing of 
Form 990.39 

The term “unrelated business income” 
is defined to mean gross income de- 
tived by any organization from any un- 
related trade or business but shall not 
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include dividends, interest, annuities, 
royalties (where measured by produc- 
tion or by gross taxable income), rents 
from real property and various other 
items. Among the many exceptions, ad- 
ditions, and limitations is the specific 
deduction of $1,000.*° 

The term “unrelated trade or busi- 
ness” means any trade or business, the 
operation of which is not substantially 
related to the purpose for which the or- 
ganization was granted its exemption. 
There are certain exceptions to this 
definition as well as special rules for 
trusts and publishing businesses.*! The 
proposed regulations greatly expand on 
the material relating to the problem of 
whether a subject exempt organization 
is engaged in an unrelated trade or 
business.** It should be noted that two 
conditions must be present before there 
is a danger of income being subject to 
tax—the organization must be engaged 
in a trade or business and it must be 
substantially unrelated to the exempt 
purpose of the organization. These reg- 
ulations might eventually necessitate 
judicial interpretation of “trade or bus- 
iness” or the phrase “substantially re- 
lated to exercise of the purpose for which 
the exemption was granted.” Even so, 
each case would have to be decided on 
its own particular facts. 

In a recent case the court held that 
a foundation’s activities in dealing in 
oil payments did not constitute being in 
the oil business and were not of the 
nature to destroy its status as an exempt 
organization. 


Business Leases 


Although rents from real property 
are excluded from the term “unrelated 
business income,” rents from such prop- 
erty may be subject to tax as business 
lease income.** The definition of a busi- 
ness lease has been discussed previously 
under title-holding companies. A title- 
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holding company will be subject to tax 
on business lease rents only if there is 
business lease indebtedness with respect 
to a business lease at the end of the 
taxable year of the company. The in- 
debtedness must have been incurred: 
(1) by the organization in acquiring or 
improving the property; (2) prior to 
the acquisition or improvement of the 
property if such indebtedness would not 
have been incurred other than for ac- 
quiring the property; and (3) subse- 
quent to the acquisition or improvement 
of the property if such indebtedness 
would not have been incurred other 
than for acquiring the property, and 
the incurring of such indebtedness was 
reasonably foreseeable at the time of 
acquisition or improvement of the prop- 
erty.” There are certain exceptions to 
the above general rules which require 
careful reading of the statute.‘° This 
problem cannot be solved by having the 
indebtedness run to the parent organiza- 
tion because the regulations state that 
if, under such conditions, the subsidiary 
leases the property for more than five 
years, the lease shall be considered a 
business lease.** 

Once a determination has been made 
concerning the existence of a business 
lease and business lease indebtedness, 
the next step is to compute the income 
subject to tax. The statute requires the 
inclusion in gross income of that por- 
tion of business lease rents as deter- 
mined by the percentage of the business 
lease indebtedness to the adjusted basis 
of the property (as at the end of the 
taxable year).‘* In no event is the 
amount included in income to 
exceed the rent from the business lease. 
There are certain allowable deductions 
from gross income but these deductions 
are limited by applying thereto the per- 
centage determined in computing the 
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gross income.*” The computation is rela- 
tively simple where the entire property 
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is the subject of business leases. Hoy. 
ever, it is slightly more complicated 
where only part of the property is the 
subject of business leases. The situation 
is covered in the statute but the regula. 
tions do not contain any example of a 
computation. It would appear that where 
only part of the property is the subject 
of business leases the deductions would 
be further limited to the extent of the 
percentage that the space of the busi- 
ness leases is to total space of the prop- 
erty. Thus, it is quite possible to have 
a larger taxable income than the organi- 
zation had prior to the computation, 
This illogical result could arise where 
the rent paid by the commercial tenants 
greatly exceeds that paid by the exempt 
organization in relation to the space 
occupied. At first glance it might ap- 
pear advisable to relinquish the exemp- 
tion. However, if this is done, the ques. 
tion could arise whether the parent ex- 
empt organization is paying a fair rental 
and consideration should be given as to 
what the tax would then be on all of the 
rentals. Without the exemption, it is 
most likely the tax would far exceed 
the amount due on income from busi- 
ness leases. In computing the unrelated 
taxable income, the _ statute 
allows a specific deduction of $1,000.% 
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Required Returns 


Even though an organization is ex: 
empt from income tax, it may neverthe- 
less be required to file an annual in- 
formation return on either Form 990 or 
Form 990A.°! These forms require a 
balance sheet at the beginning and end 
of the year as well as a statement of 
gross income or receipts and disburse- 
ments or expenses for the current year. 
Form 990A also requires the setting 
forth of income accumulated during the 
current year. General instruction No. 
5 on Form 990A siates that a schedule 
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Exempt Organizations 


must be attached to Page 2 showing to 
whom contributions or grants are made 
during the year by the organization. 
This information need not be attached 
to Page 4 of the return and since only 
Pages 3 and 4 are made available to 
the public (the organization might wish 
to keep secret this type of information), 
such data remains confidential. 


Summary 


Do not be lured into a false sense of 
complacency merely because the organi- 
zation is now enjoying an exemption— 
the exempt status can be revoked by the 
Commissioner just as readily as it was 
granted. It is quite obvious that the 
Internal Revenue Service intends to ex- 
ercise extreme care in their findings on 
review of the status of exempt organiza- 
tions and since the questionnaire re- 
ferred to in the opening paragraph of 
this article was not designed to keep 
employees busy at work because of the 
may be tax trouble 
ahead for many organizations presently 
enjoying exempt status. 


recession, there 
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By Bernarp Barnett, CPA 


accounting periods. 





In New York State, as elsewhere, the 
accountant for an estate or trust, if he 
is to render proper service, should col- 
laborate closely with legal counsel. Only 
a lawyer can guide the accountant in 
the correct interpretation of the provi- 
sions of a will or trust indenture. More- 
over, the “account of proceedings” is 
a legal proceeding, governed by rules 
laid down in the statute and by the 
courts. Furthermore, many aspects of 
the estate tax and of the fiduciary in- 
come tax may require legal advice. 

The fiduciary accountant operates in 
a highly specialized and complex field. 
It is only after he has acquired a basic 
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Mr. Barnett, a past chairman of the 
Fiduciary Accounting Committee of our 
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Fiduciary Accounting and Taxation 





The fiduciary accountant operates in a highly specialized field. In this 
article, four of the many areas of difference between New York State 
fiduciary accounting, federal taxation and New York State taxation 
have been explored. These areas are basis, depreciation, depletion, and 
The basic principles underlying proper fiduciary 
accounting and federal and New York State estate taxation and income 
taxation are set forth and some of the interrelationships, 
dependencies and conflicts are noted. 


inter- 


knowledge of estate and trust account- 
ing principles and of both the federal 
and New York State estate tax and the 
fiduciary income tax laws, that the ac- 
countant can be considered as properly 
qualified to practice in this field. 

Each of the aspects, fiduciary account- 
ing, federal taxation and New York 
State taxation of estates and trusts, is 
important and the interrelationships, 
interdependencies and conflicts existing 
between them must be thoroughly un- 
derstood before the account of proceed- 
ings, the estate tax and the fiduciary 
income tax returns can be properly pre- 
pared. In this article only four of the 
many areas or problems encountered by 
the fiduciary accountant will be dis- 
cussed — basis, depreciation, depletion, 
and accounting periods. 


Basis 

Property Acquired from Decedent 

For New York State fiduciary ac- 
counting purposes the decedent’s estate 
must be valued at fair market value on 
the date of death (Sec. 197, Surrogate’s 
Court Act). No optional valuation date 
is permitted. 
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The federal income tax basis of prop- 
erty acquired from a decedent by the 
estate or other person is equivalent to 
the value placed upon such property for 
federal estate tax purposes (Reg. Sec. 
1.1014-l(a)). This value would be 
either the fair market value at the date 
of death or, if the executor so elects, 
the alternate valuation date provided 
for in Section 2032, IRC. If no estate 
tax return is required to be filed (that 
is, if the gross estate is valued at 
$60,000 or less on the date of death), 
the fair market value at the alternate 
valuation date cannot be used (Reg. 
Sec. 1.1014-3(a)). The holding period 
of property in the decedent’s estate at 
the date of death runs from the day of 
death regardless of when the property 
is actually distributed to the legatees, 
devisees, or heirs. 

The use of the alternate valuation 
date is not a mandatory provision of 
law but may be elected by the executor 
or administrator. The fiduciary would 
normally elect to use the alternate val- 
uation date where the aggregate fair 
market value of the gross estate would 
be lower on such date. There are times, 
however, when the use of higher date- 
of-death values for federal estate tax 
purposes may result in income tax sav- 
ings to the legatee, far in excess of the 
amount of the resulting higher estate 
tax. As we have seen, the value used 
on the estate tax return determines the 
basis to the legatee of property trans- 
ferred on death. Where the estate tax 
bracket is comparatively low, particu- 
larly where the “percentage formula” 
marital deduction is involved, property 
may be valued as of the date when its 
value is greatest without incurring any 
material additional estate tax. The 
higher value would give the legatee a 
higher basis in the event of sale and the 
income tax thus saved could greatly 
exceed the additional estate tax. 
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Exceptions to General Rules 


The general rules regarding the fed- 
eral income tax basis of property ac- 
quired from a decedent, as stated above, 
do not apply to restricted stock options 
not exercised at death. The tax basis of 
these options is governed by the provi- 
sions of Section 421, IRC. The general 
rules also do not apply to property con- 
stituting rights to receive “income in 
respect of a decedent” under Section 
691(a), IRC. Instalment obligations 
received from a decedent are treated as 
‘income in respect of a decedent.” The 
estate, heir or other person receiving 
the instalment payments after the death 
of the decedent has to report as income 
the same portion of the payments which 
would have been taxable to the decedent 
(Sec. 691(a) (4), IRC). In other words, 
the decedent’s basis will be used. 

Other rights to “income in respect 
of a decedent” are included in taxable 
income when collected by the person 
receiving such income. These rights 
have, in effect, no basis; for federal 
income tax purposes they must be re- 
ported as income by the recipient. If 
the right is transferred before collection 
by sale, exchange, etc., the transferor 
picks up as income the fair market 
value of the right at the date of the 
transfer plus the amount by which any 
consideration received for the transfer 
exceeds the value of the right (Sec. 691 
(a) (2), IRC). This last rule only ap- 
plies to transfers by sale or exchange 
and is not applicable when rights to 
receive income are distributed as lega- 
cies. For fiduciary accounting purposes, 
of course, these rights are included in 
the inventory of the estate and are val- 
ued at fair market value on the date of 
the decedent’s death. 

For New York State income tax pur- 
poses the basis of property acquired 
from a decedent is equivalent to the fair 
market value of the property at the date 
of death. It would, therefore, be the 
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same value as reflected in the New York 
State estate tax (Sec. 353.6, Tax Law, 
Ch. 60, C. L.). This value is always 
determined at the date of death (Sec. 
249-r, Tax Law, Ch. 60, C. L.); unlike 
the federal law no alternate valuation 
date is permitted. Thus, the income tax 
basis of property acquired from a dece- 
dent is the same as the value set forth 
in both the New York estate tax return 
and in the account of proceedings filed 
in the Surrogate’s Court. 

The New York State Tax Law follows 
the Internal Revenue Code in excepting 
restricted stock options from the gen- 
eral rule governing the basis of prop- 
erty acquired from a decedent (Sec. 
353.6, Tax Law, Ch. 60, C. L.). How- 
ever, there is no provision in the State 
Tax Law similar to the federal income 
tax treatment of “income in respect of 
a decedent” (Sec. 691(a), IRC). Such 
income is normally reportable on the 
final New York State income tax return 
of the decedent, even though he did not 
receive such accrued income while he 
was alive and had always kept his books 
and made his returns on the basis of 
cash receipts and disbursements (Sec. 
358.1, Tax Law, Ch. 60, C. L.; but see 
New York Income Tax Reg. Art. 542 
for optional method of reporting such 
income which involves formal agree- 
ments from all interested parties, the 
posting of a bond, etc.). 

Both the federal and New York State 
income tax basis of property acquired 
after the date of death of the decedent 
by a fiduciary as an investment, is the 
cost or other basis of such property to 
the fiduciary and not the fair market 
value of the property at the date of 
death (Reg. Sec. 1.1014-3(c)). This 
would normally agree with the value 
used for fiduciary accounting purposes. 
The holding period of such property 
begins with the date of acquisition by 
the executor or administrator. 

For income tax purposes, property 
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received in settlement of a cash legacy 
takes as its basis its fair market value 
on the date of receipt instead of at the 
date of the decedent’s death. Such prop. 
erty is not treated as having been ac. 
quired from the decedent. It is received 
in a transaction treated as a sale or 
other disposition by the executor and a 
gain or loss must be recognized by the 


fiduciary (Reg. Sec. 1.1014-4(a) (3)), 


Property Acquired By Trusts 

Property transferred to an inter-vivos 
or testamentary trust is valued for fidu- 
ciary accounting purposes at the fair 
market value on the date the property 
was received by the trustees. 

The income tax basis of property ac: 
quired by a testamentary trust is gov- 
erned by the applicable federal or New 
York State rules set forth above with 
respect to property acquired from a de- 
cedent. However, the federal income tax 
basis of property transferred by an 
inter-vivos gift in trust after December 
31, 1920 would be determined by the 
general rules set forth in Section 1015 
of the Code. Thus, for determining 
gain, the basis is the same as it would 
be in the hands of the donor, or the 
last preceding owner by whom. it was 
not acquired by gift; in determining 
loss, the basis would be the lower of the 
donor’s basis or the fair market value 
at the date of the gift. Code Section 
1015(d), added by the Technical 
Amendments Act of 1958, increases the 
basis of the property to the trust over 
that in the hands of the donor by the 
amount of the federal gift tax paid on 
the gift. However, this increase on ac- 
count of gift tax paid cannot raise the 
basis above the fair market value of the 
property on the date of the gift. The 
holding period of the property normally 
commences with the date the donor ac- 
quired the property. However. where 
the basis is determined by the value at 
the date of the gift, such date would 
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begin the holding period. Of course, the 
basis of property subsequently acquired 
as an investment by the trustee would 
be its cost or other basis. The federal 
income tax basis of gifts in trust made 
prior to 1921 is the fair market value of 
the property at the date of the gift 
(Sec. 1015 (c), IRC). 

The New York State income tax basis 
of property acquired by an inter-vivos 
trust after December 31, 1927 is the 
donor’s basis (Sec. 353.4, Tax Law, Ch. 
60, C. L.). For New York State tax 
purposes there is no comparable pro- 
vision for increasing the donor’s basis 
by the amount of the federal gift tax 
paid (Sec. 1015 (d) IRC). The basis 
of such property acquired prior to Janu- 
ary 1, 1928 is the fair market value at 
the date of acquisition by the trust (Sec. 
353.5, Tax Law, Ch. 60, C. L.). 


Gifts in Contemplation of Death 

The income tax basis of property 
transferred as a gift “in contemplation 
of death” (Sec. 2035, IRC), presents a 
peculiar problem. Let us suppose that 
property was transferred by gift and a 
sift tax return was filed. Shortly there- 
after, the donor died and this gift was 
deemed to be a transfer “in contempla- 
tion of death” and was therefore in- 
cluded in the gross estate for federal 
estate tax purposes. What is the basis 
of this property on eventual sale? If 
the property transferred was disposed 
of by the donee prior to the date of the 
decedent’s death, the rules for determi- 
ning the basis applicable to gifts would 
apply (Sec. 1015, IRC). If, however, 
the property was sold or disposed of 
after the decedent’s death, the rules gov- 
erning the determination of the basis 
of property transferred by death would 
apply (Sec. 1014, IRC). In other words, 
for federal income tax purposes, if the 
property was disposed of prior to the 
death of the donor, the donor’s basis 
would normally be used, while if the 
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disposition was subsequent to the death 
of the donor, the value reported on the 
federal estate tax return would be appli- 
cable, adjusted for depreciation and de- 
pletion deductions allowed the donee 
(Sec. 1014(b) (9), IRC). Such transfers 
“in contemplation of death” are also 
includible in the gross estate for New 
York State estate tax purposes (Sec. 
249-r. 3(a), Tax Law, Ch. 60, C. L.). 

The New York State income tax basis 
of such property acquired before the 
death of the decedent is. however, al- 
ways the date-of-death value shown in 
the New York estate tax return less any 
income tax deductions allowed the donee 
for depreciation or depletion (Sec 
393.6, Tax Law, Ch: 60; €. E.}. 


Depreciation 
Basie Fiduciary Accounting Rules 

The courts of New York State have 
uniformly ruled that no charge can be 
made against the income of an estate or 
trust to set up a reserve for depreciation 
in the absence of a specific direction in 
the will or trust instrument (Smith v. 
Keteltas, 62 App. Div. 174 (1901); In 
re Herz’ Will, 163 N. Y. S. 2d 393 
(1957) ). Thus in his decision in Mat- 
ter of Ottmann, 197 Misc. 645 (1949), 
Surrogate Collins stated that 
the prevailing view of this State is that a 
trustee is not permitted to charge deprecia- 
tion of a building, a vessel, or like income- 
producing property against the trust income 
in the absence of either an express direction 
in the trust instrument or other manifestation 
of the trustor’s intention that a reserve be 
maintained. 

Even where such a specific direction 
is made by a testator or settlor, the 
New York “unlawful accumulation of 
income” statutes (Sec. 16, Personal 
Property Law, Ch. 41, C. L.; Sec. 61, 
Real Property Law, Ch. 50, C. L.) may 
render such a direction wholly or par- 
tially void. The decisions in some cases, 
however, have allowed such a reserve to 
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be created out of income in order to 
amortize temporary improvements on 
real property (Matter of Davies, 197 
Mise. 827 (1950), Affd 277 App. Div. 
1021 (1950) and Matter of del Drago, 
179 Mise. 383 (1942)). The decisions 
in these cases have directed that the 
cost of such improvements be paid 
initially out of principal and then amor- 
tized out of income over the probable 
life of the improvement. 


Income Tax Rules for Estates 


Section 167 of the Internal Revenue 
Code allows an income tax deduction 
for depreciation to all taxable entities. 
This deduction, in the case of an estate, 
shall be apportioned for federal income 
tax purposes between the estate and 
the heirs, legatees and devisees, on the 
basis of income of the estate which 
is allocable to each (Reg. Sec. 1.167 
(g)-l(c)). A similar depreciation de- 
duction is allowed to estates for New 
York State income tax purposes (Reg. 
Art. 252). This depreciation deduction 
is allowable for both federal and New 
York income tax purposes even though 
state fiduciary law does not permit the 
creation of a reserve for depreciation 
out of income. 

The death of the decedent produces 
the following results with respect to 
the depreciation deduction. The dece- 
dent’s final income tax return will show 
the prorated portion of the total annual 
depreciation that he would have been 
entitled to if he had lived for the entire 
year. The estate, a new taxable entity, 
has a different depreciation calculation. 


Depreciation will now be calculated 
using a new basis, conceivably a 


“stepped-up” one. This deduction for 
depreciation is to be apportioned among 
the estate, heirs, legatees, etc. upon 
the basis of the income of the estate 
allocable to each. 
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Income Tax Rules for Trusts 


The Internal Revenue Code and the 
Treasury Department’s regulations dif. 
ferentiate between the depreciation ¢e. 
duction of a trust and that of an estate. 
Where local law does not permit the 
trustee to set up a reserve for depre. 
ciation out of income (as is generally 
the case in New York State), the alloy. 
able deduction for depreciation for fed. 
eral income tax purposes is to be 
apportioned, in the absence of specific 
direction, between the income benef. 
ciary and the trustee on the basis of 
the trust income allocable to each, 
Where, however, the trustee sets up a 
reserve for depreciation out of income 
as a result of the specific direction in 
the trust instrument, the federal income 
tax deduction for depreciation is first 
allocated to the trustee to the extent 
that income is actually set aside for 
the depreciation reserve. If the depre- 
ciation deduction exceeds the income so 
set aside, the excess is then to be appor- 
tioned between the income beneficiary 
and the trustee on the basis of the trust 
income allocable to each (Reg. See. 
1.167(g)-1(b)). 

Examples of the operation of.the fore: 
going rules follow: If no reserve for 
depreciation can be set up out of income 
for fiduciary accounting purposes and 
the income is currently distributable to 
the income beneficiary, the beneficiary 
is entitled to the full income tax deduc- 
tion for depreciation to the exclusion 
of the trustee. If on the other hand a 
reserve is permitted to be set up, the 
income tax deduction is allowed to the 
trustee to the extent that income is actu- 
ally set aside for this depreciation re- 
serve; the excess, if any, is then appor- 
tioned between the income beneficiary 
and the trustee on the basis of income 
allocable to each for fiduciary account: 
ing purposes. 

The New York State income tax treat 
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ment governing the apportionment of 
the depreciation deduction in the case 
of property held in trust would pre- 
sumably be similar to the federal treat- 
ment although the New York State Tax 
Law and regulations do not contain 
language as comprehensive as the fed- 
eral. The New York State Income Tax 
Law merely provides that the allowable 
depreciation provision is to be appor- 
tioned between the income beneficiaries 
and the trustees in accordance with the 
pertinent provision of the will, deed, or 
other instrument creating the trust 
(Sec. 360.8, Tax Law, Ch. 60, C. L.). 
In the absence of such provisions, the 
depreciation deduction is to be appor- 
tioned on the basis of the trust income 
which is allocable to the trustees and 
beneficiaries respectively (New York 
State Income Tax Reg. Art. 182). The 
allocation of trust income refers to the 
apportionment made for fiduciary ac- 
counting purposes. 

It should be borne in mind that New 
York State does not permit the calcula- 
tion of depreciation using any of the 
accelerated methods allowed for federal 
income tax purposes (the declining- 
balance method referred to in Sec. 
167(b) (2), IRC, or the sum-of-the- 
years-digits method set forth in Sec. 
167(b) (3) of the Code). New 
York State income tax purposes the only 
permissible methods for calculating de- 
preciation are the straight-line method 
or other with 
recognized trade practice, such as the 
unit-of-production method (New York 
Income Tax Reg. Art. 175). 


For 


method in accordance 


Depletion 
Basie Fiduciary Accounting Rules 
The New York courts, in contrast to 
their decisions with respect to deprecia- 
tion, have generally allowed income to 
be charged with an allowance for deple- 
tion of a w asting asset, if such was the 
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explicit intent of the testator or settlor 
or if the intent can be inferred. Where 
the will or trust instrument contains 
an expressed direction governing the 
disposition of receipts from wasting as- 
sets as between income and _ principal, 
the courts have complied with it (Mat- 
ter of Katherine Hall, 130 Misc. 313 
(1927)). In the absence of a specific 
direction, the courts will seek to deter- 
mine the intent of the testator or settlor 
(Matter of Beeler, 118, N. Y. S. 2d, 110 
(1952) ) and if such intent is deter- 
mined will direct apportionment. 

In determining the intent of the tes- 

tator or settlor, the courts have often 
used the criteria set forth in Section 
239(e) of the Restatement of the Law 
of Trusts. Thus, in Frankel v. Farmers’ 
Loan & Trust Co., 152 App. Div. 58 
(1912), Aff’'d 209 N. Y. 553 (1913), 
the testator provided that “the whole of 
the net income” of certain leaseholds 
should be paid to his wife as income 
beneficiary and upon her death to his 
daughter, for her life. The Appellate 
Division determined that this clause 
illustrates the general intention of the testator 
that his wife, and after her his daughter, 
shall reap the greatest possible advantages 
from the enjoyment of his estate, and that the 
interests of the remaindermen shall be sub- 
ordinated to theirs. 
The Appellate Division upheld the lower 
court and decreed that the life tenants 
should receive the income undiminished 
by any provisions for a reserve fund. 


Method of Apportionment 


Where the method of apportionment 
of receipts between income and princi- 
pal is specified in the governing instru- 
ment, such method will, of course, be 
followed for fiduciary accounting pur- 
poses. Where no fixed formula for ap- 
portionment is specified, any method 
reasonably adapted towards preserving 
the value of the principal unimpaired 
could be used (Sec. 239(g), Restate- 
ment of the Law of Trusts). 
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In the only two reported New York 
State Surrogate’s Court decisions on this 
point, the courts approved the methods 
used by the trustees in setting up re- 
serves for depletion out of income (Mat- 
ter of Beeler, 203 Misc. 100 (1952) and 
In re Haldeman’s Estate, 143 N. Y. S. 
2d, 396 (1955) ). Both cases involved the 
apportionment of receipts from oil and 
gas royalties and in each the trustees 
followed the income tax practice of allo- 
cating 7214 per cent of the proceeds to 
income and 2714 per cent to principal. 
In the Haldeman case, the Court also 
noted that the trust law of situs (Texas) 
also specified this allocation. 

It should be emphasized, however, 
that any amounts allocated to principal 
as a reserve for depletion, cannot ex- 
ceed the inventory value of the property 
for New York fiduciary accounting pur- 
poses (Matter of Beeler, supra). As pre- 
viously noted, in this case the trustees 
had adopted the income tax practice of 
allocating 7214 per cent of the receipts 
from oil royalties to income and 2714 
per cent to principal. This method of 
allocation was unquestioned on a prior 
accounting and in the current account- 
ing. If continued much longer, how- 
ever, it would have resulted, within a 
relatively short period of time, in the 
recoupment of the full inventory value 
of the trust principal. The trustees 
sought instructions as to how future re- 
ceipts should be allocated after full 
recoupment. Observing that no case in 
point had come to his attention, Surro- 
gate Griffiths of Westchester County 
held that 


although the validity of allocating receipts 
from wasting assets between principal and 
income is unquestioned, the continuance 
thereof after the entire principal has been 
recouped would be in contravention of the 
rule against accumulation of income. A tes- 
tamentary direction providing for such allo- 
cation beyond complete recoupment of 
principal would therefore be ineffectual. 

He consequently ruled that after such 


full recoupment. “the entire income 
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from the oil royalty interests is distrib. 
utable to the respective income benef. 
ciaries.” 

If no direction or intent to apportion 
can be found, the courts will direct that 
the receipts be allocated in such a man. 
ner as to give income a fair return on 
capital. value and accumulate the resi- 
due for the remainderman (Frankel y, 
Farmers’ Loan & Trust Co., supra). 


Basic Income Tax Rules 

Regardless of the allowability of a 
depletion reserve under local fiduciary 
law, both the Internal Revenue Code 
and the New York State Tax Law allow 
estates and trusts, as separate taxable 
entities, to take the income tax deduc- 
tion for depletion allowed under Section 
611, IRC, and Section 360.9, Tax Law, 
Ch. 60, C. L. The depletion deduction 
allowable for federal income tax pur 
poses is the higher of that computed 
under the cost method or under the per- 
centage depletion method (Sec. 613, 
IRC). The comparable section of the 
New York State Tax Law (Sec. 360.9, 
Tax Law, Ch. 60, C. L.) in addition to 
allowing the cost and percentage deple- 
tion methods, anachronistically still pro- 
vides for the use of the discovery value 
method of calculating depletion dropped 
in the 1954 Code. However, New York 
State Income Tax regulations (Art. 
190) state that until specific regulations 
on the subject of depletion are issued 
and promulgated by the State Tax Com- 
mission, deductions for depletion will 
be allowed in accordance with the regu- 
lations adopted by the Commissioner of 
Internal Revenue. Thus, the calculation 
of the depletion deduction for New 
York State income tax purposes would 
normally be similar to those used in 
preparing the federal income tax return. 
Deduction Allowable to Estates 

As in the case of depreciation, the al- 
lowable deduction for depletion is to be 
apportioned among the estate and the 
heirs, legatees and devisees on the basis 


October 














der 
dep 
duc 
bee 
tak 
l(b 
T 
for 
tax 
oil, 
title 
on | 
cent 
deat 
subs 
on | 
optic 
the 
wou! 
cent: 
pleti 
appe 
etc, | 
alloc 
ing | 
Dedu 
W 


asset; 


1958 








strib- 
enefi- 


yr tion 
t that 
man: 
mm on 
resi- 
kel vy. 
ie 


of a 
ciary 
Code 
allow 
xable 
leduc: 
ection 
Law, 
action 
| pur 
puted 
e per: 

613, 
of the 
360.9, 
ion to 
deple- 
I] pro- 
value 
‘opped 
York 
(Art. 
lations 
issued 
-Com- 
n will 
. Tegu: 
ner of 
ilation 

New 
would 
sed in 
return. 


the al- 
; to be 
nd the 


e basis 


October 











of income of the estate which is alloca- 
ble to each (Proposed Reg. Sec. 1.611- 
1(c) (5)). 

The death of the decedent produces 
the following results with respect to 
the depletion deduction: The decedent’s 
final income tax return will show the 
depletion deduction to which he was 
entitled (cost or percentage depletion) 
based upon the income reported on the 
fnal return. For federal income taxa- 
tion, with reference to “income in re- 
spect of the decedent” which is subject 
to the depletion deduction, the deduc- 
tion is only allowable to the person who 
receives such income, whether or not 
the person receives the property from 
which the income is derived (Sec. 
691(b) (2), IRC). However, the estate, 
heir, or other person reporting such in- 
come can only obtain the percentage 
depletion deduction applicable; the cost 
depletion which could have been de- 
ducted by the decedent if the income had 
been reported on his return, cannot be 
taken by any other (Reg. Sec. 1.691(b)- 
I(b)). 

The estate, as a new taxable entity, 
for both federal and New York income 
lax purposes, has a new basis for the 


oil, gas or other property and is en-_ 


titled to a depletion deduction based 
on the higher of either the cost or per- 
centage depletion methods. Since on 
death the properties may have a new, 
substantially “stepped-up” basis (based 
on appraisals at the date of death or 
optional date), the estate may find that 
the deduction based on cost depletion 
would exceed that determined by per- 
centage depletion. The deduction for de- 
pletion, however computed, would be 
apportioned between the estate, heirs. 
etc. on the basis of income of the estate 
allocable to each for fiduciary account- 
Ing purposes. 

Deduction Allowable to Trusts 

Where oil, gas or other depletable 
assets are held by trusts, the federal in- 
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come tax deduction for depletion is 
apportioned in a similar manner to that 
set forth above as applicable to the 
depreciation deduction. Thus, where in 
accordance with a specific direction of 
the testator or settlor, or the determina- 
tion of an intent, the trustee sets up a 
reserve for depletion (charging income 
and crediting an equivalent amount to 
principal in order to maintain the trust 
principal intact), the depletion deduc- 
tion allowable for federal income tax 
purposes (cost or percentage depletion) 
will first be allocated to the trustee up 
to the amount of income he actually 
sets aside for this purpose. Any excess 
deduction allowable for income tax pur- 
poses will then be allocated between the 
trustee and beneficiary in proportion 
to their shares of trust income (Pro- 
posed Reg. Sec. 1.611-1(c) (4)). In the 
absence of a specific direction or the 
determination of intent of the settlor to 
establish a depletion reserve out of in- 
come, the income tax depletion deduc- 
tion will be apportioned between the in- 
come beneficiary and the trustee in pro- 
portion to the income allocated to each. 

These rules give rise to the following 
examples: Where no reserve for deple- 
tion can be set up out of income, and 
the trust income is currently distribu- 
table to the income beneficiary, the 
beneficiary will be entitled to the de- 
duction to the exclusion of the trustee. 
Where income is accumulated, the trus- 
tee is entitled to the full depletion de- 
duction. Where the creation of a de- 
pletion reserve is allowed for fiduciary 
accounting purposes, the tax deduction 
for depletion will first be allocated to 
the trustee up to the amount actually 
set aside for this reserve. The excess, 
if any, is then apportioned between the 
income beneficiaries and the trustee in 
proportion to the income allocated to 
each in the fiduciary accounting records, 

Although not “spelled out” in either 
the New York State Tax Law or income 


739 





tax regulations, the depletion deduction 
on property held in trust would presum- 
ably follow the New York State income 
tax rules applicable to the depreciation 
deduction. The allowable depletion pro- 
vision would be apportioned between 
the income beneficiaries and the trustees 
in accordance with the provisions of 
the instrument creating the trust. or, in 
the absence of such provisions, on the 
basis of trust income allocable to each. 
This apportionment would, in all prob- 
ability, be similar to the allocation of 
the depletion deduction for federal in- 
come tax purposes. 

It should be noted, however, that 
while the computation of percentage de- 
pletion would normally be similar, the 
calculation of depletion based on cost 
could differ for federal and New York 
State income tax purposes. This differ- 
ence would be due to the application 
of the differing rules governing the 
determination of the basis of property 
acquired from a decedent or placed into 
an inter-vivos trust set forth in detail 
above. 


Accounting Periods 


General Rules 


The period from the date of death to 
the date of termination of administra- 
tion of the estate is considered to be 
one period for New York State fidu- 
ciary accounting purposes. Thus, for 
example, executors’ commissions are 
calculated on this period as a whole 
(Sec. 285, Surrogate’s Court Act); no 
annual commissions are payable to exe- 
cutors and administrators. 

The fiscal year of a trust for fidu- 
ciary accounting purposes begins with 
the date the trust assets were first re- 
ceived and runs for twelve months from 
such date. Thus, for example, if a trust 
was set up on November 20, 1957, its 
first accounting year for fiduciary ac- 
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would 


counting purposes cover the 
period from -November 20, 1957, to 
November 19, 1958. Annual income and 
annual principal commissions are based 
upon this fiscal period (Sec. 285-a, Sur. 
rogate’s Court Act; Sec. 1548, Civil 
Practice Act). 

For both federal and New York in. 
come tax purposes an estate or trust 
may select the calendar year or any 
fiscal year it wishes (Sec. 441, IRC and 
Sec. 358.1, New York Tax Law. Ch. 60, 
C. L.). The first taxable period of an 
estate begins the day after the date of 
death and will terminate on the last day 
of December if a calendar year is 
elected, or on the last day of another 
month if a fiscal year is chosen. The 
first taxable year of a trust begins when 
the trustees first receive principal. The 
first income tax return of an estate or 
trust cannot exceed a period of twelve 
months. Thus, for example. in the case 
of a trust established on November 20. 
1957, the trustee can choose either a 
calendar year period, in which case the 
first fiduciary income tax return would 
cover the period from November 20. 
1957 to December 31. 1957. or a fiscal 
year ending on the last day of any 
month other than December. The long- 
est initial fiscal year for both federal 
and New York State income tax pul 
poses would run from November 20. 
1957 to October 31, 1958. Thus, in 
effect. a trust normally must keep its 
records on two different accounting pe 
riods: one for fiduciary accounting pur 
poses, the other for income tax purposes. 


Tax Advantages 


Oftentimes substantial income tax sav- 
ings can be effected by the proper choice 
of the income tax accounting period by 
a fiduciary. An estate or trust is et 
titled to a separate exemption deduction 
for each taxable period, including the 
first “short year.” By the proper choice 
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of tax accounting period, the estate or 
trust can usually effect savings by ob- 
taining additional exemption deductions. 
For example, let us assume that an 
estate will be in administration for only 
ten months. The executor can, by se- 
lecting the first five months of adminis- 
tration as the first taxable accounting 
period, file two federal income tax re- 
turns during the period of administra- 
tion and obtain a $600 exemption on 
each. The aggregate exemption deduc- 
tions would therefore total $1,200. On 
the other hand, if he selected an income 
tax accounting period which covered 
the entire ten months of administration, 
the estate would be entitled to only one 
$600 exemption. For New York income 
tax purposes the exemption would total 
$2.000 in the case of two returns as con- 
trasted with $1,000 if one return were 
filed. 


Much more substantial savings would 
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also result from the “evening out” of 
tax rates through proper selection of ac- 


counting periods. Thus, in the fore- 
going example, the fiduciary would be 
able to obtain the benefit of computing 
the tax beginning in the lowest tax 
brackets during each of the five-month 
periods. 

Additional federal income tax savings 
may be effected by the selection of the 
most advantageous final taxable year. 
While administration cannot be unduly 
delayed, it is necessary to properly time 
the taxable year of termination in order 
to be able to take full advantage of the 
unused excess of deductions, unused net 
operating loss and unused capital loss 
carryovers in such year (Sec. 642(h), 
IRC). New York State income tax law, 
however, contains no similar provisions 
and any unused excess of deductions or 
capital loss carryover in the year of ter- 
mination of an estate or trust is wasted. 


Improving the Professional Product 


A professional practice is an economic enterprise. 


It offers a useful 


service for a price. The quality of the service, and hence the price it can 


command in the market, is related directly to the knowledge and skill of 


the practitioner. 


The professional “product” ean be improved only by increasing the 


knowledge and skill of the practitioner. 


There are various ways of increasing knowledge and skill. One is by 


experience and observation. But the experience of any individual is limited. 


If he makes no effort to learn of the experiences of others, he will fail to 


discover many useful things. 


Another way to increase knowledge and skill is by reading, and by 


conversation with others. 


But if reading is casual and unplanned, and 


if conversations are confined to those whom the practitioner happens to 


meet, there will be many 
which he is concerned. 


gaps in his knowledge of the subject with 


The quickest way to acquire knowledge is the method used in schools 


and colleges 


organized, methodical instruction, consisting of planned read- 


ing under the supervision of an expert in the field, and methodical “con- 


versation,” lectures or discussions, arranged with a specific purpose in mind. 


JouN E 


Carey, “Improving the Professional Product,” 


Tue CarirorniA CPA, August 1958 











Guest Editor—PrTtTER ELper, CPA 


State Franchise Tax—Property 
Allocation Factor 


~ When a corporation allocates income 
within and without New York, one of 
the items to be considered in the prop- 
erty factor is rented property. Reg. 
Art. 412 advises that the fair market 
value of real property rented to the 
taxpayer, both within and without New 
York, is determined in accordance with 
the pertinent provisions of Art. 412(1). 
Art. 412(1) states that in order to 
avoid unnecessary hardship on taxpay- 
ers and for ease of administration, the 
fair market value of real property rented 
to the taxpayer is determined by multi- 
plying the gross rents payable during 
the period covered by eight (8). Gross 
rents paid can include much more than 
just the amount of rent paid for the use 
of the property. It can include any addi- 
tional amount paid in lieu of or in addi- 
tion to rent such as taxes, interests, in- 
surance, repairs, etc., where such items 
are required to be paid under the terms 
of a lease. It can also include amortiza- 
tion of leasehold improvements, where 
such improvements, except buildings, 
revert to the owner of the property 
upon termination of the lease. All of 
these items should be considered in the 
computation of the property factor. 





PETER ELpEeR, CPA, is a member of our 
Society's Committee on New York State 
Taxation. Mr. Elder is a partner in the 
firm of Franke, Hannon & Withey, Cer- 
tified Public Accountants. 
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If the general method of computing 
the property factor, as it relates to rented 
property, results in inaccurate valuations 
the Commission may adopt, or the tax. 
payer may request permission of the 
State Tax Commission to adopt, some 
other method which will properly re. 
flect the value of the rented property. 
The regulations advise that such other 
method may not be adopted without ap- 
proval of the Commission. 


Payroll Allocation Factor 


It is not necessary that a business 
corporation maintain either a permanent 
place of business or a continuous place 
of business without the State of New 
York to allocate its payroll within and 
without the State. Reg. Art. 414 clearly 
states: “[Where a taxpayer] establishes 
to the satisfaction of the State Tax Com- 
mission that, because of the fact that a 
substantial part of its payroll was paid 
to employees attached to a New York 
office who performed a substantial part 
of their services outside of New York, 
the computation of the payroll factor 
according to the general rule would not 
produce an equitable result, the State 
Tax Commission may, in its discretion. 
permit the payroll factor to be computed 
on the basis of the amount of compet 
sation paid for services actually ren- 
dered within and without the State.” 


Ep. Note: For an interim period, until 4 
permanent departmental editor has _ been 
selected, this department will be conducted 
by guest contributors. 
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Please note that the benefits of this 
exception to the general rule are avail- 
able at the discretion of the State Tax 
Commission. Also, it is necessary to 
establish to the satisfaction of the Com- 
mission that an inequitable result arises 
through the use of the general rule. 
This exception could result in substan- 
tial tax savings to a personal service 
organization which has its only office 
within New York, but where many of 
its employees perform their duties with- 
out New York. Savings might also be 
realized where a manufacturing com- 
pany has its plant within New York with 
most of its sales personnel performing 
their duties outside of New York, even 
though they work out of the New York 
oflice. The possibility of using this ex- 
ception should not be overlooked. 


Entire Net Income 


It is probable that many business cor- 
porations overlook the benefits avail- 
able through the use of line 43 when 
preparing their franchise tax report. 
Line 43 of Form 3CT states: “if the 
amount on line 42 is not correct enter 
correct amount here and explain on 
12 refers to 
income. When may line 43 be used? 
It may be used when the corporation 
has paid or accrued income, war profits. 
and excess profits taxes imposed by 
foreign countries or possessions of the 
United States, allocable to income in- 
cluded in entire net income, any part 
of which was allowed as a credit against 
the federal income tax under the appli- 
cable provisions of the Internal Revenue 
Code (Reg. Art. 311b, (B) (13)). 

Therefore, when foreign income is in- 
cluded in entire net income, and a tax 
has been paid or accrued on such in- 
come to a foreign country, a rider 
should be attached to the return setting 
lorth this information, and such for- 


rider.” Line “entire net. 
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eign tax should be deducted from the 
amount appearing on line 42 of the re- 
port. It should be noted that the regu- 
lations permit as a deduction only that 
part of the foreign tax which was allow- 
able as a credit against the federal in- 


come tax. Thus, where the credit was 
limited for federal tax purposes, it ap- 
pears that the amount which may be 
deducted from entire net income will 
also be so limited for state franchise 
tax purposes. 


New York City Gross Receipts Tax 


In Berkshire Fine Spinning Associ- 
ates, Inc. v. City of New York, Supreme 
Court, Appellate Division, First Depart- 
ment, July 7, 1958, rev’g. Supreme 
Court, Spec. Term, Part III, N.Y.L.J., 
June 13, 1957, p. 6 col. 2, the decision 
of the lower court in the Berkshire 
case was reversed by a 3-2 decision by a 
higher court on July 7, 1958. The Ap- 
pellate Division found that the local 
activities of the taxpayer were substan- 
tial and separable from those in inter- 
state commerce and that Berkshire was 
subject to tax. 

The facts of the case indicated that all 
of the textiles sold by the taxpayer were 
manufactured at its plants in Rhode 
Island, Massachusetts and Vermont and 
that all of the purchases of raw material 
were performed through its office in 
Providence, Rhode Island. The activi- 
ties of Berkshire in New York City were 
carried on in two offices which were 
supervised by three vice-presidents and 
where approximately 85 to 95 people 
were employed. These employees in- 
cluded salesmen, clerical personnel, a 
credit manager and other administra- 
tive clerical personnel. Orders obtained 
by salesmen, after being transmitted to 
the vice-president in charge of the divi- 
sion involved, were entered into con- 
tracts of sale by the New York City 
unit. No contracts were accepted unless 
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the credit of the customer had been 
checked and approved by a credit man- 
ager stationed in New York City. It 
appears that the credit manager exer- 
cised all of the other duties found in 
such a position. Payment for the mer- 
chandise sold was received in New York 
and deposited in New York City bank 
employees in the local office 
were authorized to and did draw upon 
The office 
substantial considerable 


accounts; 


these accounts. local also 


exercised and 
control over production in the mills 
relating to dyeing, printing and methods 
of finishing goods. 

In view of the above activities of 
Berkshire in the New York City offices, 
the court found that such activity ex- 
iended beyond the mere solicitation of 
business exclusively in interstate com- 
merce and, hence, Berkshire was subject 
lo the gross receipts tax. 

There was a very strong dissenting 
Judge Breitel, 
Botein concurring, stated that the prin- 
ciples decided in Matter of United Piece 


Dye Works v. Joseph, 282 App. Div. 60, 


opinion. with Judge 


New York State Tax Forum 





aff'd. 307 N.Y. 780, cert. den. 348 US 
916, should apply in the present case, 
The dissent went on to say that even 
though the agreements of sale were 
closed in this State, which was a cir. 
cumstance present in this case and not 
present in the United Piece Dye Works 
case, this circumstance alone has neyer 
been made a basis for local privilege 
taxation. The dissent further held that 
the prime taxable event has been the 
delivery—the transfer of possession—in 
the taxing state and here the facts are 
quite clear that all deliveries were F.0.B. 
the seller’s out-of-state mills. The dis. 
sent appeared to indicate that the ma- 
jority opinion created new standards in 
this area and perhaps it would seem 
wiser to await clearer direction from 
the Supreme Court of the United States 
before creating such standards. The 
reversal of the lower court will undoubt- 
edly affect many taxpayers. It is hoped 
that Berkshire will continue to pursue 
its legal remedy by appealing to a higher 
court so as to obtain some clarification 
of the issues. 


Random Sampling 


The term “random sampling” has been mentioned two or three times. 


Why is random sampling so important? 


of the scientific sampling process. W 


Random selection is the lifeblood 
‘ithout randomness in selecting samples, 





the desired objectivity, measuring the reliability and accuracy of the sam- 
ple, making inferences from the sample to the whole, and justifying the 
results on a scientific basis are not possible. Only when sampling is truly 
random will the mathematical laws of probability apply. Selecting items 
randomly provides the means of eliminating personal bias or subjective 
considerations, conscious or subconscious, from the choice of samples. 

Random sampling is defined as a selection process in which each 
unit of a total group (or universe) from which the selection is being made 
has a determinate chance or probability of being selected. . . This prob- 
ability is known because the only factor involved in random selection is 
the element of chance. In short, if we use random selection methods prop- 


erly, we have a better chance of obtaining a representative sample. 


Mitton A. Scuwartz and Louris N. TEITELBAUM, 
“Practical Improvements in Audit Testing,” 
Tue Feperat Accountant, September 1958 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, CPA 






Business Combinations: Purchase vs. Pooling 


One of the most important pronounce- 
ments on accounting matters by the 
American Institute of Certified Public 
Accountants was Accounting Research 
Bulletin No. 40, issued in 1950 by the 
Institute’s Committee on Accounting 
Procedure. That bulletin related to the 
accounting problems involved in_ busi- 
ness combinations, which have become 
increasingly prominent in American 
business. 

Business combinations may be con- 
summated in a variety of ways. A new 
corporation may be formed to take over 
the assets and operations of two or more 
existing businesses, or one corporation 
may merge into or consolidate with an- 
other under the applicable state laws. 
The accounting for the combination will 
be determined not by its form, but by 
its substance. It is important to ascer- 
tain whether the combination represents, 
in effect, (1) a purchase of one corpo- 
ration by another, or (2) a pooling 
of interests. The accounting treatment 
appropriate to a purchase may 
vastly different from the accounting 
appropriate to a pooling. The Institute 


be 
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bulletin sets forth certain criteria which 
should be considered in determining 
whether the combination was, in effect, 
a pooling or a purchase. 

The 1950 pronouncement of the !nsti- 
tute was found to have several defects. 
The problem was reconsidered and re- 
sulted in the issuance of a revised bulle- 
tin (No. 48) in January 1957. One of 
the previous prerequisites of a_pool- 
ing—that the businesses had to be simi- 
lar or complementary—was omitted. 
Most important, however, was a new 
position taken by the Committee to the 
effect that there could be a_ pooling 
where a parent-subsidiary relationship 
survived, and where there are insignifi- 
cant surviving minority interests. The 
revised bulletin retains the tests of con- 
tinuity of ownership and management, 
or power to control the management, 
and introduces a test of relative size. 
The bulletin provides that where one of 
the constituent corporations is clearly 
dominant (for example, where the stock- 
holders of one of the constituent corpo- 
rations obtained 90% to 95% or more 
of the voting interest in the combined 
enterprise), there is a presumption that 
the transaction is a purchase rather than 
a pooling of interests. 

The chief accountant of the SEC, Mr. 
Andrew Barr, spoke before the Ameri- 
can Accounting Association at Syracuse 
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University, on August 27, 1958. Our 
readers will be especially interested in 
the following comments from his paper, 
“Accounting Aspects of Business Com- 
binations,” which dealt with the Com- 
mission’s position on the subject. 

On the matter of continuity of man- 
agement, Mr. Barr said: 

“Plans for the integration of top 
management personnel we think are 
significant evidence as to the good 
faith of representations that the plan 
is a pooling and not a_ purchase. 
Token representation on a big Board 
of Directors may not be very con- 
vincing, whereas a merger involving 
a small progressive company and a 
very large company needing the par- 
ticular talents of the officers of the 
smaller company may satisfy the re- 
quirement.” 

On the matter of relative size, Mr. 
Barr said: 

“As a general proposition we have 
objected to pooling of interests when 
the equity of the smaller company 
would be less than 5%. However, 
in some situations pooling of interests 
accounting has been accepted when 
the acquiring company’s interest has 
exceeded 959, when, for example, 
the other factors involved were _per- 
suasive and the size and position of 
the companies were such that any 
other view would, for all practical pur- 
poses. have the effect of excluding 
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certain industry leaders from the 
pooling of interests doctrine entirely,” 


On the matter of continuity of jp. 
terests, Mr. Barr said: 


“We are particularly concerned 
with evidence of intent on the part 
of ‘all of the parties, other than for 
normal trading in listed shares, to re. 
tain shares issued to them in the ex. 
change or in dissolution of corpora. 
tions which have transferred assets 
to the surviving corporation. Registra. 
tion under the Securities Act of 1933 
of shares received in the transaction 
or other evidence of intent to dispos 
of them is ordinarily fatal to a pool. 
ing of interests solution.” 


Another problem facing the account- 
ant in the preparation of financial state: 
ments in connection with a_ business 
combination is the recasting of income 
statements of different fiscal years to a 
common fiscal year for the purpose of 
showing combined operations of the 
constituent companies. Mr. Barr stated 
that service and financial companies 
usually adjust to a common basis. He 
said, however, that companies. that have 
large inventories and inadequate ac: 
counting control may not be able to re- 
cast to a common basis. In such cases. 
he stated, combining of income state: 
ments for different fiscal years has been 
accepted when appropriate explanation 
of the circumstances is given. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Brock, CPA 


Do Not Suppress a Beginner’s Interest 


The initiate in public accounting is 
often given the most tedious and unin- 
spiring jobs. Adding and_crossfoot- 
ing columns of figures, checking post- 
ings, inventory work, and confirmation 
mailings are assignments that fill many 
a beginner's day. Moreover, such as- 
signments may well extend over a 
period of six months to a year and even 
more. 

What is the effect on a young man, 
freshly out of college where he has 
written reports, prepared consolidated 
statements, worked out complete audits 
and, imaginatively, acted as the account- 
ant in charge? Obviously, there is a 
terrible disillusionment and_ bewilder: 
ment. This naturally affects his state of 
mind and the quality of his performance 
and cooperation. Some such beginners 
soon leave the profession, bored with a 
constant diet of routine work. Yet, 





Max Brock, CPA (N. Y., Pa.), is a 
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lice of the New York State Society of 
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ness and Public Administration of The 
City College of New York in the gradu- 
ate course on Accounting Practice. Mr. 
Block is a member of the firm of An- 


chin, Block & Anchin. 
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some of these men would have made 
outstanding accountants if they had con- 
tinued in the profession. Of those who 
remain, some require much more time 
to develop properly because of a poor 
start. 

How can we meet this problem? Here 
are a few suggestions: 


1. Create an aura of importance 
about every phase of the work assigned. 
In this instance, a little exaggeration 
is excusable on psychological grounds. 
For example, where columns are to be 
added and crossfooted, a story about 
how embezzlements have so been de- 
tected gives that work an interest that 
it otherwise would never have. The ac- 
countant directing a beginner must be 
mindful of the problems of the initial 
impact of assignments on a_ beginner 
and must be understanding and imagina- 
tive in his direction. 

2. Point out that, as in the case of a 
chain and its links, every aspect of an 
audit is important and that one poorly 
performed procedure could ruin an 
otherwise satisfactory job. 

3. Inculcate in the beginner the 
understanding that the initial assign- 
ments provide an essential foundation 
for development and advancement. They 
introduce him to the practical opera- 
tions of a bookkeeping department, 
train him in accuracy, give him insights 
into the frailties of clerical help, ac- 
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quaint him with the actual operations of 
various types of bookkeeping machin- 
ery, and provide other useful informa- 
tion that will always be helpful to him. 

4. Spice his assignments with some 
work that is more challenging, even if 
it may require more careful review. 
Let the junior see the complete file of 
work papers and the report draft, so 
that he may visualize the whole to which 
he has contributed a part. He thereby 
cannot help but feel a sense of team 
membership, which is a very wholesome 
attitude. 

The beginner should not be dealt with 
lightly or patronizingly. He is a college 
graduate or student, with high hopes 
and ambitions, and probably very shy 
sensitive in his contacts with su- 
periors. He should be encouraged to 
ask questions and to submit his views 


and 


and suggestions to his superior on the 
job. His assignmenis should be care- 
fully explained to him and their im- 
portance pointed out. If practical, the 
mechanics could ever be demonstrated 
so as to completely insure his proper 
undertaking of “what and how” is to 
be done. In particular, variations be- 
tween school learning and practical ap- 
plication must be sympathetically recon- 
ciled. 

These and other similarly motivated 
measures will surely get better results, 
sooner, from a beginner and will aid in 
retaining in the profession desirable 
men who might otherwise be lost. 


N. Y. State’s Anti-Old Age Law 

A recently enacted New York State 
law prohibits the raising of the question 
of age in an application for employ- 
ment except in cases where the work is 
clearly too strenuous for a man over a 
certain age, The strain must be physi- 
cal, not mental, because it is not con- 
ceded that an older man’s mental proc- 
esses are necessarily poorer than a 
younger man’s. 
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Whether this is a desirable law cay 
be debated but it nevertheless is th 
law of the State. It therefore behooves 
employing accountants to be cognizant 
of it in their own operations and also to 
ascertain whether their clients are aware 
of it. It would also be wise to consult 
an attorney about the technical require. 
ments and the punitive provisions. 


Improving Memory Power 


Every accountant would love to have 
a memory that would enable him to 
master all of the Internal Revenue Code 
provisions and the pertinent section 
numbers, or some similar feat. Where 
that happens it may be due to a freak 
memory, because some persons are bom 
with unusual retentive powers. In most 
cases, good memory results from de. 
velopment of the use of the inbom 
memory. The majority of people are 
born with retentive powers that do not 
vary significantly, but proper use can 
improve those powers. Here are some 
aids in the development of retention 
powers : 

1. Pay close attention to whatever 
you want to remember; the closer the 
more lasting the effect. ; 

2. Talk and think over what you 
have seen, heard or read, as often as 
you can. Utilize spare time while riding 
between home and office reflecting on 
names, incidents, and facts of recent 
origin that you desire to retain in 
your memory. At home, employ a period 
for relaxation to think about items to 
be well fixed in your memory. 

3. Writing out, underlining, and 
other notations relating to material read 
are helpful, but not, as a rule, as effec: 
tive as reflection and talking about it. 

4. Associate a new fact with one 
known to you; this relationship is 4 
well-known aid. 

5. The will to remember must be 
manifested as information is being re 
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ceived. One must consciously endeavor 
to store away in his memory those facts 
that he desires to retain. Trivia do not 
deserve any such effort; the important 
and worthwhile cannot get too much. 
Overmemorizing is helpful; quick, 
slurred reading will not add much to 
the store of memories. 

6. Memorizing should not be looked 
upon as an impossible or unpleasant 
task. That action creates an impedi- 
ment to good retention. Look upon it 
rather as a pleasant undertaking and 
one that will be rewarding (even if it 
is in part an assumption’ and the re- 
sults will be better. 

7. Do not try to retain facts for only 
a day or two if you want them indefin- 
itely; they may not be available when 
needed. 

8. The use of alcohol slows down the 
mental processes including that of the 
memory function. 

9. To remember names better, as in- 
troductions are made, try this pro- 
cedure: 

(a) Listen intently to the name. 

(b) If you did not get it clearly do 
not hesitate to have it repeated. 

(c) Repeat the name yourself by add- 
ing it to your “how do you do.” 

(d) Say to yourself “I must remem- 
ber X’s name.” 

(e) Mention the name to yourself 
later, over and over again. 

10. The retention powers weaken as 
the day gets on, as is true of most of 
man’s faculties. Knowledge of this fact 
may suggest a pertinent arrangement 
of a day’s activities. 


Limits on Mailing Envelope Sizes 


In an aim to extend the mechanization 
of its operations, the Post Office Depart- 
ment is undertaking to impose size limits 
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on mailing envelopes and extra charges 
on such as do not conform. Effective 
July 1, 1959, by regulation, envelopes 
under 234 inches by 4 inches are non- 
mailable and a maximum size of 9 
inches wide and 12 inches long is re- 
commended. Larger envelopes and odd 
sizes will be subjected to an increased 
rate. 

Accountants may be directly con- 
cerned if report mailing envelopes are 
in excess of the stated maximum. In- 
directly, accountants could be helpful 
to clients who are large users of mail 
services by ascertaining whether they 
are aware of the Department’s moves 
to standardize envelopes and other mail 
closures. 


Small Business Administration Loans 


The Small Business Administration 
is now a permanent federal government 
agency and has been granted larger 
funds and loan limits. This recent de- 
velopment should provide greater op- 
portunities for service to clients. Where 
companies are unable to secure financ- 
ing at commercial bank rates though 
loan collateral in the form of fixed as- 
sets is available. SBA loans might be 
recommended to them. 


Individual loans may now be made up 
cane 


to $350,000, except that if a company 
is in a “pool” (group ef borrowing 
companies), the limit is $250,000 each. 
Interest is chargeable at 5! per cent, 
formerly 6 per cent, and collateral will 
be appraised on a “going concern” 
basis, formerly on a “forced-sale re- 
covery basis.” Small concerns engaged 
in research and development may re- 
ceive financial assistance for the con- 
struction of laboratories, engaging in 
applied research. and other scientific 


effort. 












Payroll Tax Notes 


Conducted by SAMUEL S. Ress 





The Social Security Amendments of 1958 


The Internal Revenue Code and the 
Social Security Law were both amended 
by Public Law 85-840 enacted in August 
of this year so as to provide for in- 
creased revenue and benefits and to help 
reduce the current disparity between 
the benefits being paid out in excess of 
social security tax collections. It is ex- 
pected that social security taxes which 
amounted to $7.3 billion in the fiscal 
year 1958 will double by 1965 and 
reach $20 billion by 1970. 

Some 12 million persons will receive 
increased benefits starting with January 
1959. Benefits will be provided for the 
first time for dependents of permanently 
disabled workers over age 50, as is now 
payable for the dependents of retired 


wage earners over age 65 in the case of 
men and over age 62 for women. Other 
important changes affect the right of g 
claimant to collect a benefit check for 
each month after 1958 in which the 
claimant does no work in his own busi. 
ness nor earns wages of more than $100) 
(the 1958 maximum was $80) in em- 
ployment, regardless of total earnings 
for the year. In general, benefit checks 
for the month of January 1959 received 
in February and each month thereafter 
will be 7 per cent more than was payable 
in 1958. 


The following table presents examples 





If average monthly earnings after 1950 are*: 





For retirement at 65; for disability at 50....... 


For retired woman worker starting at age 62$ 











For widow, or surviving child, or dependent widower 


or parent 


For retired couple, wife starting at age 62 ... 


of monthly payments beginning after 
1958. 
$50 
or less $150 $250 $3507 — $400 
Himes $33 $ 73 $ 95 $116 $127 
aelesie 26 58 76 92 101 
sess 33 54 71 87 95 


ee 45 100 130 159 174 


“or retired couple, wife starting at age 65 or widow 


and 1 child or 2 dependent parents .............. 49 109 142 174 190 
For retired couple and 1 child or widow and 2 children — 53 120 190 232 254 
Maximum family benefit .............. Holeaew atactoniets 53 120 202 254 254 
Single lump-sum death payment .............02000+ 99 219 255 255 255 


*In figuring your average you may omit up to 5 years of lowest earnings, and any period 


your record was frozen because of disability. 


+ Average monthly earnings over $350 will not be possible before 1960. 
tA $400 monthly average will generally not be possible for anyone who has reached the 
age of 27 before 1959. Payments based on this average cannot be made unless all credits used 


in figuring the benefit are earned after 1958. 


§ Retirement payments to women are permanently reduced if started before age 69. 
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The foregoing tabulation and notes 
are abstracted from the U.S. Depart- 
ment of Health, Education and Welfare, 
Social Security Administration, Septem- 
ber, 1958 Brochure OASI-1958-1. 

Some of the other changes relating to 
benefits provide: 

1. If you became disabled after work- 
ing 5 years or more under social security 
but you could not qualify under the 
social security disability provisions be- 
cause you did not have as much as a 
year and a half of work in the last 3 
years before you became disabled, you 
may now be eligible. 

2. If you are eligible for disability 
insurance benefits but you get less than 
the full amount of your benefit, or do 
not get any benefit at all because you 
are being paid state workmen’s com- 
pensation or some other benefit from 
the federal government because of dis- 
ability, beginning with the payment for 
August 1958 your full social security 
payment will be payable to you even 
though you get other disability pay- 
ments. 

3. If you became disabled and did 
not apply for disability insurance bene- 
fits until some time after the first month 
in which you meet the requirements for 


back payments for as many as 12 
months, but no farther back than the 
first month in which you meet the re- 
quirements for payment. One of these 
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payment, under the new law you can get” 
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requirements is that you must have been 
disabled for more than 6 months before 
disability payments can start, but ne 
disability payment may be made for 
any month prior to July 1957. 

1. If one has not been able to get 
disability benefits as a disabled child 
18 or over because he or she had not 
been getting at least half support from 
the parent, such claimant may now apply 
for the benefit. 

9. If a parent had been dependent 
upon a deceased son or daughter for 
support but had not been eligible for 
benefits under the law in effect pre- 
viously because the deceased had been 
survived by a widow, widower, or child, 
the dependent parent may now be eligi- 
ble for benefits upon filing proof of 
dependency at the local social security 
office within 2 years after August 1958, 
if the dependent father is 65 and the de- 
pendent mother is 62 years of age or 
older. 

6. If the husband adopts the child of 
his wife by a previous marriage, but 
dies less than a year after the mar- 
riage, the widow and her child may 
now be eligible for monthly benefits 
starting with September 1958. 

7. If the benefit claimant had adopted 
a child within the last three years and 
is presently collecting retirement 
disability benefits, the child may col- 
lect child’s benefits starting with Sep- 
tember 1958. 


or 


8. If a claimant had been receiving 
dependents’ or survivors’ benefits which 
were stopped upon the marriage of the 
claimant, under the new law beginning 
with September 1958, if the person to 
whom the claimant was married was 
also entitled to retirement or disability 
benefits under the social security law, 
it will no longer be necessary to wait 
for 3 years to elapse before such person 
could become eligible for wife’s or 
dependent husband’s benefits. 
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9. If a husband dies or a woman 
covered worker dies, the lump-sum 
death benefit will only be payable to a 
surviving spouse who lived in the same 
household with the deceased at the 
time of death or if the surviving spouse 
paid the funeral expenses. 

The social security amendments of 
1958 affected the Federal Insurance 
Contributions Act taxes payable by 
employers and employees as well as the 
self-employment tax of individuals in 
covered self-employment. Sections 1401 
and 1402 of the Code raise the self- 
employment tax rates to 314 per cent 
for 1959, and 334 per cent for 1960 
through 1962. Sections 3101, 3111, 
3121(a) and 3122 of the Code were 
amended so as to rece both the tax 
rates and the maximum wage base on 
which the tax is paid by both employer 
and employee. Starting with 1959, the 
tax base for FICA purposes will be 
$4,800 a year, a rise from the $4,200 
maximum in effect for 1958. The FICA 
tax rates payable by employer and em- 
ployee will be 214 per cent each in 
1959, 3 per cent from 1960 through 
1962, 314 per cent from 1963 through 
1965, 4 per cent from 1966 through 
1968 and 414 per cent from 1969 on. 

When a member of a partnership dies, 
his share of the partnership income for 
the year of his death can now be 
counted toward social security benefits 
for his survivors. This change in the 
law may make benefit payments pos- 
sible for the survivors of some self- 
employed persons who died after 1955 
or result in increased benefits in some 


cases. 
Where a taxable year of a partner 
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does not correspond with that of th 
partnership, the partner is required 
base his distributive share on the or. 
nary net income or loss of the partner. 
ship for any taxable year of the part: 
nership ending with or within his 
taxable year. However, under the ney 


Section 1402(f). if as a result of at 


partner’s death occur-ing after Augus 
28, 1958, his taxable year ends withi 
(but not with) the taxable year of the 
partnership, there will be included ji 
computing such partner’s net earnings 
from self-employment for the taxable 
year ending with his death so much of 
his share of the partnership’s ordinar 
income or loss for the taxable vear a 
is not attributable to an interest in th 
partnership during any period hegin. 
ning with the first day of the calendar 
month following the month in whieh 
the partner died. 

The amendment contained in the new 
Section 1402(f) also applies to a part- 
ner who died after 1955 and on or 
before August 28, 1958, but only if a 
return or an amended return of self- 
employment tax (on schedule C of form 
1040) is filed before January 1, 1960 
for the taxable year ending as a resull 
of the partner’s death, and the return is 
accompanied by the tax attributable to 
the net earnings reported. No interes 
or penalty will be assessed or collecied 
on the tax paid as a result of this 
amendment. 

The individual’s distributive share of 
the partnership ordinary net income ot 
loss must be computed under Section 
702(a)(9) on the recognized partner 
ship engaged in carrying on a trade 
or business in covered self-employmett. 
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Decisions and Rulings 


Commentary 


— Ricuarp S. HEtstern, CPA 


— Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


Decisions and Rulings 


Vacation Pay Accruals 

The considerable confusion which has 
existed in the minds of tax practitioners, 
both in and outside of the Internal 
Revenue Service, relative to require- 
ments for accrual of vacation pay, 
appears to be considerably cleared by 
the Commissioner’s latest ruling. 

Under G.C.M. 25261 (1942-2 CB 44) 
and 1.T. 3956 (1949-1 CB 78), both 
issued under the 1939 IRC, where vaca- 
tion pay, due in accordance with union 
contracts, could be “reasonably esti- 
mated,” the accrual of such estimate 
was deductible. However, in Tennessee 
Consolidated Coal Co., 15 
(1950), and Morrisdale Coal Mining 
Co. 19 TC 208 (1952), the Tax Court 
held that “reasonable estimate” was not 
suficient where the employee’s right to 
the vacation pay was subject to con- 
tingencies. Confusion continued to be 
compounded in the administration of 
this section because the existing rulings 
involved contracts with unions, and 
there was uncertainty as to whether a 
vacation pay policy, absent a union 
contract, was sufficiently binding to 
represent a fixed liability. 





TC 424 


In Revenue Ruling 54-608 (1952-2 
CB 8) the Commissioner tightened the 
rules to follow the two cases cited above, 
and to provide (1) that there could 
be no deductible accrual until the fact 
and amount of liability to each specific 
employee could be computed with 
reasonable accuracy, and (2) that no 
distinction should be made _ between 
vacation plans under written contracts 
and those under oral agreements, pro- 
viding the oral plans are communicated 
to the employee prior to the beginning 
of the vacation year and that the em- 
ployees’ rights are vested at the time 
of accrual. Originally, Revenue Ruling 
54-608 applied to taxable years ending 
on or after June 30, 1955, but exten- 
sions of time were granted under various 
revenue rulings* in order to allow those 
taxpayers which had set up plans under 
the old rulings to amend them to meet 
the Commissioner’s revised require- 
ments. 


Although some rulings relative to the 
deductibility of vacation pay accruals 
have subsequently been issued, they 
applied principally to specific plans or 
situations, but shed no light upon one 


* Rev. Rul. 56-315, 1956-2 CB 304, extended inapplicability to years ending prior to 
Jan, 1, 1957; Rev. Rul. 57-28, 1957-1 CB 193, added six months more, to July 1, 1957; Rev. 
Rul. 57-325, IRB 1957-27, extended the grace period to Jan. 1, 1959. This period has now 
been extended to Jan. 1, 1961 by Section 97 of the Technical Amendments Act of 1958. 
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of the real problems, i.e.. if Revenue 
Ruling 54-608 is not applicable until 
1961. was a written contract necessary 
in earlier years? 

The situation has now been clarified. 
In his latest ruling (Revenue Ruling 
58-310, IRB 1958-28, 19). the Commis- 
sioner clearly states that the extension 
of the applicability of Revenue Ruling 
51-608 was to permit taxpayers who 
followed I.T. 3956 time to revise their 
plans to give completely vested interest 
to the employees at the time of accrual, 
but that in any year that the require- 
ments of Revenue Ruling 54-608 are 
met. the accrual is deductible. Thus. 
the Revenue Ruling 54-608 extension is 
a relief measure. but does not operate 
to disqualify plans that would otherwise 
qualify in years prior to its effective 


date. 


More on the LoBue Case 

In NYCPA, Vol. XXVII, No. 12. 
December 1957, pp. 863-4, we reported 
on the Tax Court’s decision in the case 
of LoBue (28 TC 1317) on remand 
from the Supreme Court. We explained 
that contrary to the Commissioner’s 
proposed Regulation Sec. 1.421-6(b) 
(1). the Tax Court held that the stock 
option was exercised and income was 
realized when LoBue issued his note 
for the stock rather than when the 
stock was transferred to him. We also 
remarked that this decision followed 
that of Estate of James S. Ogsbury 
(1957, 28 TC 93), appealed by the 
Commissioner to the Second Circuit. 
which has since affirmed the Tax Court’s 
decision (Com. v. Ogsbury Estate et al, 


CA-2, 7/16/58). 





RicHarD S. HELsTEIN, CPA, has been 
a member of our Society since 1940. He 
is a member of the Committee on Fed- 
eral Taxation and of the Committee on 
Publications. Mr. Helstein is associated 


with J. K. Lasser & Co. 
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The Commissioner also appealed the 
LoBue case. and the Third Circuit af. 
firmed the Tax Court’s decision jn 4 
per curiam opinion (Com. v. LoBue 
CA-3, 7/8/58). 

However, prior to these decisions, but 
subsequent to the appeals, the Commis. 
sioner announced his non-acquiescence 
in the Tax Court’s decisions (IRB 1958. 
13, 8 and IRB 1958-25, 7). This pro. 
cedure is unusual and we can only 
presume that its significance is to put 
taxpayers on notice that whatever the 
result of his appeals, the Commissioner 
intends to maintain the proposed regu 
lations until the Supreme Court inter- 


prets the intent of the law. It is 
noteworthy that all of the proposed 
regulations under Section 421 were 


adopted as final regulations in Januan 
1958 with the sole exception of Section 
1.421-6 which is still “proposed.” 


Accounting Methods 

In a recent case, the taxpayer is an 
engineering partnership for which either 
the cash or the accrual method would 
clearly reflect income. Organized in 
1946, it kept its books and filed its 
returns for 1946 and 1947 ort the cash 
receipts and disbursements method. In 
1948, for internal purposes of adminis: 
tration, the books were conformed to a 
cost system which reflected. in effect. 
an accrual method. However. each 
year-end the  taxpayer’s accountants 
prepared, on work papers, memorandum 
journal entries converting all elements 
of operations to the cash basis. and the 
taxpayer continued to file its returns 
on the cash basis. These work papers 
were retained at the accountants’ offices. 

Section 41, IRC 1939, and Section 
446(a). IRC 1954, provide that taxable 
income shall be computed in accordance 
with the basis of accounting on which 
the taxpayer keeps his books. Regs. 
118, Sec. 39.41-Z2(c) and Sec. 446(e! 


October 
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of the 1954 Code provide that where a 
taxpayer changes the method of account- 
ing in keeping his books, he must secure 
the Commissioner’s consent before com- 
puting his taxable income under the 


new method. 


The Tax Court had upheld the Com- 
missioner’s determination of recomput- 
ing the income on the accrual method 
on the basis that in such a situation, 
the Commissioner had an “option” of 
accepting the cash return or 
requiring an accrual return, whichever 
he deemed to be more accurate. The 
Fifth Circuit reverses, and without 
directly ruling on the “option” question, 
holds that even if an option does exist, 
it “should never be exercised until all 
reasonable basis has been exhausted for 
accommodating the principal aims of 
conformity and consistency”, and that 
distortion by artificially bunching in 
come must be avoided if possible. 


The Circuit Court further held that 
possession of the reconciling adjust- 
ments by the accountants is of no weight 
since they were treated by the taxpayer 
and the revenue agents as part of the 
books and records permanently retained. 
Since the books plus the reconciling 
adjustments clearly reflected income, 
Section 41, IRC 1939 (and presumably 
Section 446, IRC 1954), does not give 
the Commissioner the right to use 
another accounting method. The Court 
stated that the taxpayer has the right 
to keep books to serve its “internal 
needs and at the same time reflect 
accurately the income on the former 
[cash] method and upon which the 
subsequent income tax returns would be 
made.” (Patchen et al v. Com., CA-5, 
7/23/58. ) 


basis 


Although it is not specifically stated 
in the decision, it would appear that 
the Court found that the accrual basis 
books, when read in conjunction with 
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the accountants’ work papers, repre- 
sented a cash basis for the taxpayer’s 
books and records. Otherwise the 
decision would be contrary to Section 
41, IRC 1939. If such is the case, then 
there is no change in accounting method 
on which the books are kept, and Regs. 
118, Sec. 39.41-2(e) (now codified as 
Section 446(e) IRC 1954) would not 
be applicable. 

The significance of this case is not 
readily determinable. Certainly, in 
view of Section 6001, IRC 1954, it 
would be advisable to keep any adjust- 
ing entries as part of the books on the 
taxpayer’s premises. Further, the facts 
in this case, while not unique, are 
certainly unusual, for here the taxpayer 
did not change the method of reporting 
taxable income. 


Depreciation 


The regulations under Section 167 of 
the 1954 Internal Revenue Code provide 
(in Sec. 1.167(a)-1(b)) that for pur- 
poses of depreciation “the estimated 
useful life of an asset is not necessarily 
the useful life inherent in the asset, but 
is the period over which the asset may 
reasonably be expected to be useful to 
the taxpayer in his trade or business or 
in the production of his income.” (This 
provision did not exist in the regulations 


under the 1939 Code.) 


While in some cases this provision 
will benefit certain taxpayers through 
allowing to them the use of higher rates 
on assets which are habitually disposed 
of prior to the termination of their 
physical usefulness, it can hurt other 
taxpayers by obviating the use of accel- 
erated depreciation methods which are 
limited in application to those assets 
having a “useful life” of three years or 
more (Sec. 167(c) ). 


Thus, the declining-balance method 
would not be available to an automobile 


755 








rental concern which usually trades in 
its cars after 26 months (The Hertz 
Corporation v. U.S., USDC, Dela. 
7/17/58). However, in this particular 
case, the taxpayer was not penalized 
since the District Court held that the 
regulations were not promulgated until 
June of 1956 and, since they represented 
an administrative change from a long- 
standing rule, they were not to be 
applied retroactively. 

A second question discussed and 
decided by the Court was that of “sal- 
vage value.” Although the Regulations 
Sec. 1.167(b)-2(a) provide that when 
the declining-balance method is used, 
the rate shall be applied to the unrecov- 
ered cost of the property without reduc- 
ing it by salvage value, they also 
provide that no asset may be depreciated 
below a reasonable salvage value. When 
this provision is read in conjunction 
with that of Regulations Section 1.167 
(a)-l(c) which states that “if the tax- 
payer’s policy is to dispose of assets 
which are still in good operating con- 
dition, the salvage value may represent 
a relatively large proportion of the 
original basis of the asset,” the limita- 
tions become obvious. 

The Court decided that the declining- 
balance method has a “built in” com- 
putation of salvage value since there is 
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always an unrecovered balance; tha 
such was the intent of Congress; and 
that salvage value is not otherwise to 
be taken into consideration when depre. 
ciation is computed under the “declin. 
ing-balance method.” 


Estimated Tax Penalties 


The Commissioner has ruled that in 
the case of an individual who reported 
no taxable income on his return for 
the preceding taxable year after apply. 
ing a net operating loss carry-over, 
there will be asserted no penalty addi- 
tion for underpayment of estimated tax 
in the current year. This is because 
Section 6654(d) (1) (B) provides. that 
there will be no penalty where the 
estimated tax for the current year is 
based upon the facts shown on the 
individual’s return for the preceding 
taxable year computed at current rates 
and taking into account personal exemp- 


tions (Rev. Rul. 58-369, IRB 1958. 
29, 28). 
Although the foregoing ruling is 


directed only toward individual tax- 
payers, it would appear to also apply 
to corporate taxpayers, since the word- 
ing of Section 6655(d) (2), applying to 
corporations, is identical with that of 
Section 6654(d) (1) (B), except that the 
‘personal exemption” phrase is omitted. 


Commentary 


Double Advantage Still Available for 

Donations to Charitable Trusts 

The tax law permits a double advan- 
tage for transfers of property in trust 
for a term of at least two years where 
the income goes to charity and the 
remainder goes to the wife, child or 
grandchild. The grantor receives a con- 
tribution deduction and the income of 
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the trust is not taxed to him. Since 
the introduction of H.R. 8381 in July 
1957, taxpayers generally have re 
frained from creating charitable trusts 
with remainders of value in excess of 
5 per cent to related persons because 
the bill would have expanded the con- 
cept of the term “reversionary interest” 
to include remainders to related persons. 
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However, the Senate rejected this pro- 
posed change and this provision was not 
included in the 1958 tax law. 

This action by the Congress is tanta- 
mount to an express sanction of the 
present 1954 Code rule. It is important 
to inform clients that it is still possible 
to use charitable trusts with remainders 
to related persons as an effective tax 
planning tool. 


Need for Definiteness in Profit- 
Sharing Formula 


The Treasury Department no longer 
requires that a profit-sharing plan have 
a definite predetermined formula for 
determining the amount of contribu- 
tions, provided the contributions are not 
made at such time or manner so as to 
discriminate among employees.  Fur- 
thermore, the Treasury Department will 
allow contributions in excess of the 
amount required under a plan with a 
formula. However, the liability for 
contributions made without regard to 
a formula must be fixed prior to the 
close of the taxable year. This require- 
ment is significant only to an accrual 





COMMITTEE ON FEDERAL TAXATION 
HERBERT M. MANDELL, CPA, Chairman, 

Clarence Rainess & Co. 

BERNARD BARNETT, CPA, Apfel & Englander 


LEONARD H. CarTER, CPA, Blumberg, Block & 
Carter 


ALBERT H. COHEN, CPA, Price Waterhouse & Co. 


ARTHUR J. Dixon, CPA, Oppenheim, Appel, 
Payson & Co. 


ALBERT R. DworkIN, CPA, David Berdon & Co. 
NATHAN EIDENBERG, CPA, S$. D. Leidesdorf & Co. 
FRANK L. Foote, CPA, Carl D. Thomy & Co. 
Harry Z. GaRIAN, CPA, Haskins & Sells 

J. R. GoucH, CPA, Arhur Young & Co. 

Richarp S. HELSTEIN, CPA, J. K. Lasser & Co. 
Wittarp R. PoweLt, CPA, Ernst & Ernst 

LEONARD B. SALWEN, CPA, Anchin, Block & Anchin 


Hersert H. SCHUELLER, CPA, Lybrand, Ross Bros. 
& Montgomery 


Leo SpANDORF, CPA, Kohleriter & Spandorf 
HERBERT WEINER, CPA, Touche, Niven, Bailey & 
Smart 


1958 





Federal Income Taxation 


basis taxpayer since a cash basis tax- 
payer must make his contribution prior 
to the close of the taxable year which, 
per se, fixes its liability for such con- 
tribution. 


Where there is a formula, an unwary 
accrual basis taxpayer may find that it 
has incurred an unallowable deduction 
if it contributes an excess amount to 
a profit-sharing trust after the close of a 
taxable year. Excess contributions to 
a profit-sharing trust may result from 
ambiguous language in a profit-sharing 
formula. The language may be clear 
ordinarily but its meaning in a specific 
situation may be uncertain. For ex- 
ample, if the profit-sharing contribution 
is to be “10 per cent of taxable income 
before deducting the contribution to the 
profit-sharing plan,” the following cir- 


cumstances may _ subsequently arise 
which will make the term “taxable 
income” ambiguous: (1) a_ revenue 


agent adjustment, and (2) a net operat- 
ing loss carryback. 

In either circumstance, the Treasury 
Department might maintain that the 
profit-sharing contribution is excessive 
and therefore is not aliowable as a 
deduction. For example, assume that 
taxable income per return filed for the 
year 1955 (without regard to the profit- 
sharing contribution) was $200,000 and 
the employer contributes $20,000 to the 
profit-sharing plan. In the event a net 
operating loss of $150,000 is sustained 
in the year 1958 which is carried back 
to the year 1955, should the profit-shar- 
ing contribution deduction be limited 
to $5,000 (10 per cent of $50,000) ? 
If so, the balance of $15,000 will be 
lost as a deduction. 

The taxpayer will presumably con- 
tend that the term “taxable income” 
refers to the amount stated on the tax 
return as filed and that it does not 
contemplate adjustments for subsequent 
events, such as net operating loss carry- 
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backs. It is submitted that such a con- 
tention should prevail. The Treasury 
Department should not superimpose an 
interpretation of an ambiguous term 
contrary to that agreed to by the two 
adverse parties to the profit-sharing 
agreement (employer and employees). 
It is not for an outsider (the Treasury 
Department) to say what an employer 
owes his employees for a profit-sharing 
contribution under a contract drawn up 
by them if there is a reasonable basis 
for their interpretation. 

However, if this argument is unsuc- 
cessful, and it is held that there is an 
excess contribution under the example 
given, such excess contribution will be 
lost as a tax deduction. An excess con- 
tribution of this type is not permitted 
to be carried over to subsequent years. 
(IT 1055, 1951-2 CB30). 

Any argument on the point can be 
avoided in the case of “no formula” 
plans by fixing the liability before the 
close of the taxable year. The liability 
may be fixed by an agreement in writ- 
ing between the employer and_ the 
trustee of the plan which is communi- 
cated to the employees. 

Where the plan has a formula for 
determining contributions, it is advis- 
able to have a provision in the plan 
placing final authority for interpreting 
the provisions of the plan in the hands 


of a “profit sharing” committee. The 
interpretations of such a committee 


” 


would not be subject to “second guess 
by the Internal Revenue Service. 


Estate Tax Credit for Property 
Previously Taxed 
The 1954 Internal Revenue Code com- 
pletely changed the relief granted to one 
estate with respect to estate taxes im- 
posed on a prior estate from which the 
subsequent decedent received an interest 


in property. Under Section 2013, if 
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the second decedent dies within 1) 
years after the first, a credit is allowed 
the former’s estate for a portion of the 
prior estate tax paid. The basic credit 
is computed in the manner set forth iy 
Regulation Section 20.2013, and is the 
lesser of (1) the estate tax attributable 
to the transferred property included in 
the transferor’s estate. or (2) the estate 
tax attributable to the property as if it 
were included in the transferee’s estate, 
If the transferee dies within two years 
of the transferor. his estate is allowed 
100 per cent of the basic credit. The 
allowance goes down to 80 per cent if 
the second decedent survives for 2 to 
4, years, 60 per cent for 4 to 6 years, 4) 
per cent for 6 to 8 years, and 20 per 
cent for 8 to 10 years. No allowance 
is made if the transferee survives for 
more than 10 years. 


Suppose that the second decedent 
received a life estate in property left 
by the first decedent. Upon the former's 
death, is his estate entitled to a credit 
for any portion of the estate tax paid 
on the transferor’s estate? Certainly. 
there would have been no relief granted 
under the 1939 Code and, logically, it 
is difficult to justify any credit under 
present law because the life interest is 
not taxable in the transferee’s estate. 
Nevertheless, Regulation Section 20. 
2013-4 and 20.2013-5 confirms an indi- 
cation in the original committee reports 
that, depending upon the period of 
survivorship as outlined above, the 
estate of a holder of a life interest is 
entitled to a credit for a portion of 
the transferor’s estate tax. The value 
of the life interest is computed by apply- 
ing the appropriate actuarial percentage 
to the value of the principal of the 
property at the time of the transferor's 
death. The result of this computation 
is treated as being the property received 
by the transferee for the purpose of 
computing the credit. 
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Assume for example that ‘A’ died on 
January 1, 1953 leaving Blackacre to 
‘RB’ for life and remainder to ‘C’. At 
the time of A’s death, B was 56 years 
valued at 


old. and Blackacre was 
$100,000. Using Table I in Regulation 


Section 20.2031-7, B’s life interest was 
worth $44,688 and C’s_ remainder 
amounted to $55,312. If B died on 
January 1, 1955, the life estate value of 
$44.688 would be treated as the value 
of the property transferred from A to 
B for purposes of computing the Section 
2013 credit against the tax imposed on 
B’s estate. Upon C’s subsequent death, 
assuming that it is within the 10-year 
period, the credit against the tax on his 
estate would be computed on the basis 
of transferred property valued at only 
$55,312, despite the fact that the full 
value of the property is included in his 
taxable estate. In effect, B’s estate 
obtains a portion of the credit even 
thcugh the property passes to C, without 
the property being included in  B’s 
estate. 

As seen from the above example, the 
computation of the estate tax attribut- 
able to the property in the transferee’s 
estate is always based on the value of 
the property in the transferor’s estate 
and has no relationship to the actual 
value, if any, at which the particular 
property is included in the second estate. 

The credit granted to the life tenant’s 
estate has many applications. Probably 
the most common situation in which 
it will arise will be when a surviving 
spouse receives a life income on all or 
a portion of the deceased spouse’s 
property. If the surviving spouse dies 
within the ten-year period, his or her 
estate will receive a credit, as outlined 
above, for a portion of the estate tax 
paid by the other spouse’s estate. The 
credit will be limited, however, to the 
value of the life estate property upon 
which a tax was paid in the first 
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spouse’s estate and will not include any 
property received by the surviving 
spouse which qualified for the marital 
deduction and was not, therefore, tax- 
able in the first estate. 


Favorable Estate Tax Treatment 

for Life Insurance Under 

Pension Plans 

Employee pension plans which are 
funded by the purchase of an annuity 
contract for covered employees usually 
provide for a lump sum payment in 
the event of the death of the employee 
prior to retirement. This amount is 
customarily equal to the greater of (a) 
a designated amount provided for by 
the purchase of an insurance policy, or 
(b) the reserve value of the annuity 
contract, paid to a designated bene- 
ficiary in lieu of an annuity. 

Section 2039 (c) of the Code excludes 
from the gross estate the value of an 
annuity or other payment receivable 
by any beneficiary, other than the estate, 
under an employee’s trust or a retire- 
ment annuity contract pursuant to a 
plan which meets the requirements of 
Section 401 (a). 

Heretofore, there was some doubt as 
to whether the death benefit payable 
under the life insurance policy was an 
“other payment” so as to qualify for 
the exclusion. However, the final Estate 
Tax Regulations of Section 20.2039-2 
make it clear that such payments are 
not subject to the estate tax. It should 
be emphasized, however, that the pay- 
ment is excludable only if it is made 
to a beneficiary other than the estate. 


Contributions by Customers for 
Construction of Utility Facilities 
In the field of public utilities, of 
prime importance is the determination 
of whether or not contributions of 
money or property by customers in aid 
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of construction of facilities are taxable 
income. This problem affects not only 
public utilities which supply gas. elec- 
tric and telephone services, but also 
many privately owned water and sewer- 
age utility companies. The rapid devel- 
opment of suburban areas in the last 
twelve years created a host of new water 
and sewerage companies to service the 
expanding populace. 

Early Board of Tax Appeals decisions, 
acquiesced in by the Commissioner of 
Internal Revenue, held that such con- 
tributions to public utilities were not 
taxable income. When a utility claimed 
a depreciation deduction on property 
contributed by its customers, the Su- 
preme Court in the Detroit Edison case 
(319 U.S. 98 (1943)) denied the de- 
duction, stating that the basis for 
depreciation is the cash outlay to the 
taxpayer after deducting the contribu- 
tions from customers. 


Recently, the Tax Court in Teleservice 
Company of Wyoming Valley (27 TC 
722 (1957) Aff’d. 254 F.(2d) 105, 3rd 
CCA (1958)), held that payments by 
subscribers to a company for the erec- 
tion of a community television antenna 
were taxable income to the recipient 
as advance payment for services and 
therefore the contributions were includ- 
able in the depreciation base. Regula- 
tion Section 1.118-1, in referring to 
non-taxable contributions by non-stock- 
holders, cites as an example contribu- 
tions made by a governmental unit or 
civic group to enable the recipient 
corporation to expand its facilities. 


However, this exclusion does not apply 


to property or money given in consider- 
ation for goods or services rendered. 

While subsequently 
refund part or all of such contributions 


many utilities 


from revenues earned from the contri- 
buted facilities, many do not, such as 
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in housing developments where the 
builder installs water trunk and connect. 
ing mains at considerable expense and 
then gives the facilities to the utility, 
Furthermore, if the rule is developed 
by court cases, together with Regulation 
Section 1.118-1, that contributions of 
property to public utilities constitute 
taxable income when received, the pub- 
lic utilities could not accept such con- 
tributions of cash or facilities to provide 
service unless they either use their own 
cash to pay the income taxes thereon, 
or pass the tax burden to the customer 
by demanding cash contributions to 
cover the tax thereon. This, of course, 
would result in higher income and even 
higher “pyramided” taxes. 

To assist in clarifying the status of 
this problem, the Commissioner of In 
ternal Revenue issued Technical In- 
formation Release No. 86 on August 
15, 1958, which distinguishes and 
limits the principle in the Teleservice 
case to companies which are not public 
utilities subject to regulation by a duly 
constituted regulatory body. The Re 
lease specifically states that contribu- 
tions by customers to public utilities, 
in aid of construction of facilities to 
provide service at rates subject to regu. 
lation, are not currently regarded as 
income to the recipient public utility. 
Furthermore, should the Internal Reve fj 
nue Service decide to change its 
position, such change would not be 
retroactive. 

It would appear that this Release 
provides relief subject to the discretion 
of the Commissioner. However, long: 
established business procedures of regu: 
lated public utilities cannot be changed 
as quickly as a revocation of a ruling. 
What is required is legislation to place 
beyond the reach of the Commissionet 
contributions made to provide or e& 
pand service facilities. 
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